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THE PRESIDENT’S PAGE 


HAVE been very much interested lately in seeing the great increase 

in interest by business in “communication”. Both business leaders 
and educators often refer to the fact that success or failure in this field 
constitutes one of the most important elements in the success or failure 
of a business enterprise. 


Naturally, it has many facets, both within and without a company, 
many of which may normally be outside the realm of the internal audi 
tor’s activities. However, the internal auditor undoubtedly has a good 
or better opportunity than most company employees to observe many 
phases of communication because of the widespread field in which he 
operates. 


Accordingly, it seems that as the auditor has this opportunity to 
observe “communication” in action, he has a similarly good opportunity 
to be of real assistance to his management in reporting how well his 
company’s system of communication is working. 


After all, more often than not, mistakes, errors in judgment and 
dissension are caused through lack of understanding through poor “com 
munication”. It works both ways, up and down; the employee doesn’t 
understand an order, policy or procedure, and the boss makes mistakes 
because the thoughts and ideas of his employees are not properly trans 
mitted to him. 


It seems to me in these times of increased business activity that there 
is a real need for better communication and this need affords a real 
opportunity to internal auditors to demonstrate that they can be of real 
service in helping business improve an element that has such an im- 
portant bearing on its successful future. 

Hers Coss 
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AN INDUSTRIAL ENGINEER 
RECOMMENDS INTERNAL AUDITING 


By WILLIAM Y. HUTCHINSON 


General Supervisor, Wage Administration, International Harvester Company 


The responsibilities, organizational status and activities of indus- 
trial engineers in many ways parallel those of internal auditors. The 
author points out to other industrial engineers some of the benefits of 
internal auditing to their work and to the company managers whom 
they serve. 


DIFFERENT AREAS OF RESPONSIBILITY 


HAT is an industrial engineer? Asking that is like asking: What 
is a musician? A musician may be any of several things. A musi 
cian may be a pianist; he may be a singer; or he may be the conductor. 
Similarly an industrial engineer may have responsibilities in any of 
several fields. For example, a particular company may assign one or 
more of the following areas of responsibility to its industrial engineering 
group: 

1. Wage payment, including the responsibility for such subjects as 
incentive plans, time and motion study, job evaluation, merit 

rating, and employee classifications. 


to 


Production, including processes, planning and scheduling, qual 

ity control, materials control. 

3. Organization, including systems and procedures, organization 
charts, manuals, forms analysis. 

4. Costs, including estimating and budgeting. 


5. Plant engineering, including plant layout, tool design, installa 
tion and maintenance. 


6. General responsibility for all the foregoing areas of industrial 
engineering. 
A COMMON GOAL 
Whether we industrial engineers individually are specialists con 
fined to relatively narrow spheres of operation or whether we have 


broader responsibilities, we all have a common goal. This goal is to 
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increase productivity and to reduce costs. By increasing productivity 
and by reducing costs we not only make a valuable contribution to 
our own companies, but we also make a contribution toward the satis 
faction of human needs, to the extent that our efforts tend to bring 
about a higher standard of living. 


ORGANIZATIONAL STATUS 


What kind of status do we have in the management organization 
It would be futile to attempt to reconcile all the different approaches to 
the problems of industrial organization. Few of us report to superiors 
having the same title. Instead of getting lost in a labyrinth of lines 
on an organization chart, let's go to the other extreme and over-simplify 
the matter by arbitrarily identifying ourselves as staff people as dis 
tinguished from line or operating people. Our job is to serve the operat- 
ing people, particularly the management group. 
METHODS OF SERVING MANAGEMENT 

In order to illustrate the manner in which we give this service, let 
us relate it to three major functions of management, namely (1) deter 
mining policy, (2) operating, and (3) reviewing accomplishments. 


Hevpinc DererMINeE Po.icies, PLANS AND PROCEDURES 

The first of these, policy determination, is a by-product of the sys 
tem of delegating authority and responsibility. Policy is the expression 
of a goal. If a particular manager were going to do a job himself, he 
wouldn’t have to state his objective; he would just do the job. But when 
he wants others to do the job as he would have it done, he must convey 
to them the objectives he wants them to attain. And where it is feasible 
to do so, he also conveys to them the plans and procedures which set 
forth the means for attaining the goals. including the determination of 
what must be done to reach the goals. the manner in which it will be 
done, the time schedule, and the person who will be responsible for each 
segment and phase of the undertaking. Some of these policies, plans and 
procedures concern matters over which management has complete con 
trol. Others are subject to outside forces, such as collective bargaining 
with unions. 


Whether or not the policies, plans and procedures are subject to 


MR. WILLIAM Y. HUTCHINSON is General Supervisor of Wage Administra 
tion for the International Harvester Company. In this capacity he participates in the 
following activities: the development of wage policies, negotiation of labor contracts, 
and the settlement of disputes 

Since 1939, when he joined the International Harvester Company, Mr. Hutchin 
son has worked in the field of industrial relations, serving first as industrial relations 
manager of one of the company’s plants and then as industrial relations manager of 
the Industrial Power Division 
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bargaining, the task of the industrial engineer is to supply the facts 
upon which decisions can be made. We are expected to carry on a con- 
tinuous program of investigation, research, and analysis. We find things 
out and we figure things. We develop certain alternative plans, and 
conclude by recommending one and rejecting the others. We support 
our selection with facts. We predict results and our recommendations 
are accepted, rejected or modified. 


When the plan relates to an area completely under management 
control, the fate of our recommendations is usually decided by levels 
of management above our own, whereas in the area subject to collective 
bargaining with a union, for example, management decisions may or 
may not be accepted by the union. Let’s analyze more closely the prob- 
lems involved in bargaining with unions, both as to the preparation of 
proposals and to the actual conduct of negotiations. 

Unions today are big business. They know what is going on. They 
know what they want and are staffed to dig up facts and figures in sup 
port of their demands. We industrial engineers may not agree that their 
facts are always accurate and we may not agree with the conclusions 
they reach from a given set of facts, but the unions’ statements carry 
enough weight with our employees to cause us to consider them ser- 
iously. Gone are the days when company representatives could go into 
negotiations unprepared and take a position without the support of facts. 


In the months prior to negotiations we shall be gathering facts 
and ideas. We shall study government reports and surveys, trade publi 
cations, news releases, labor contracts, reporting services, law bulletins 
and publications of universities and societies. We shall watch the trend 
in collective bargaining. We shall consult with representatives of other 
companies, with counselling firms, and with law firms. We shall make 
or participate in surveys of conditions in our area and industry. 


When we have accumulated sufficient facts we shall analyze them, 
evaluate the results experienced by other companies, and predict the 
effects on our own operations. Then we shall make recommendations 
to our management. with supporting facts and predictions of results as 
to their effect on productivity and costs. In addition to recommending 
a specific company position to take during negotiations, we shall also 
place our negotiators in the best possible position by anticipating the 
demands of the union and by outlining our analysis of the problem 


Next comes the period of actual negotiations. Perhaps some of us 
will sit in on the meetings with the union, but many will be standing 
by, waiting to work with the company negotiators during recesses, 
analyzing union proposals and demands. estimating their effect on pro 
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ductivity and costs, preparing recommendations for acceptance or rejec- 
tion of union proposals. If we recommend rejection, we set forth the 
reasons for rejection, and suggest the basis for counter-proposals. This 
process will continue until the agreement is signed. 


The worst position a company can be in during negotiations is to 
have neglected to consider some area important to the union, so that on 
the eve of a strike, the company must make a decision without knowing 
the facts. It is faced with two alternatives, both bad: (1) Take the time 
to determine the facts upon which a sound decision can be made, strike 
or no strike. or (2) In order to prevent a strike make a decision without 
knowing all the facts and not being able to evaluate the effect. 


Hertrinc Conpuct OPERATIONS 

Let us now turn to operations. Earlier we identified ourselves as 
members of management staff. As such, we do not have the responsi- 
bility for conducting operations. We leave that to line management. 
They will execute and implement the programs and procedures. Our 
task is not to take over part of the responsibilities of line management. 
Our job is to help them do their job better. We don’t do it for them. 
We merely hand them the tools as they need them. 

We accomplish this in several ways: We translate policies into 
procedures. We fill in gaps when policies fail to cover all practical prob- 
lems. We give meaning to words by interpreting policies. We give 
advice on methods of applying them. We coordinate activities by giv- 
ing consistent and uniform interpretations throughout the line organ- 
ization. 


Those of us who have assignments in specialized fields cannot solve 
the over-all problems, but we can each make a contribution. It may be 
improved estimating of demand, or improved scheduling of materials 
and controlling of inventories. It may be improved production planning 
and scheduling. It may be better plant maintenance. Or it may be an 
advanced technique in preventing labor disputes and strikes. 
REVIEWING ACCOMPLISHMENTS 

We have considered the part we play in the determination of policies 
and procedures and the part we play in operating under these policies 
and procedures. Our job is not finished, however, for one of our most 
important functions is that of review. 

For a moment let’s look at our problems in the same light as a 
teacher might. We don’t teach classes of students, but in many respects 
we have parallel problems and should use parallel techniques. 


Is a teacher interested in knowing how much his students get 
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out of his course? Does he give examinations to determine this, or does 
he feel that his job is finished when he has completed his presentation 
of the course material? How about management? Does it develop poli- 
cies and procedures, distribute them to the people who are to apply them, 
and then walk away from the job without knowing their effect on the 
business? 


Without an examination, would the teacher know the quality of 
his course material? Does management know that its policies, plans 
and procedures actually fulfill the purpose for which they are intended? 


Without an examination, would the teacher know that his method 
of presentation is getting his point across? Does management know that 
its policies are understood by all those employees who are responsible 
for their administration? 


Without an examination, would the teacher know that his students 
are completing their assignments? Does management know that its poli- 
cies are being followed consistently and uniformly? 


Without an examination, would the teacher know which students 
are slow learners and which are qualified to move ahead to more ad 
vanced work? Does management know the limitations of its own people? 
And does it know which people are qualifying themselves for advance- 
ment? 


It isn’t idle curiosity that makes management want to know the 
answer to all these questions. When it has the answers it is equipped 
to make better decisions. Plans can always be improved, and revision 
must take into consideration the results of present plans. But in order 
to make improvements and corrections management must learn the 
answers as it goes along. If it waits until a particular project is finished 
to find out its defects, little can be done about it. Inspection of any kind 
serves its most useful purpose if deviations are detected in time to make 
corrections during the course of an operation rather than after the oper- 
ation has been completed. We want to find our deficiencies early in 
order to minimize the loss. 

INTERNAL AupiTiING MeErHops 

How do we get the operating information management needs? 
What techniques are available to us? The more common sources of in- 
formation are: periodic reports and surveys, employee and union com- 
plaints, rumors, suggestion plans, attitude surveys, and day-to-day per- 
sonal contact and observation. 


But there is another way to obtain information about the actual 
results of policies, plans and procedures. It doesn’t displace the ones 
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named, but it will give information not readily obtainable in any other 
way. It is called internal auditing. One purpose of internal auditing 
is to find the facts and report them. One reason for internal auditing 
is the conviction that no person can evaluate his own work objectively 
and fairly. 

To learn more about how internal auditing works. let’s ask the 
three questions: Who? What? and Why? 


First, who does the auditing? The internal auditor’s position in an 
organization will depend upon what he is expected to audit. Normally, 
his status is such that would preclude his auditing his own performance 
or that of his own superior. The internal auditor must be a thoroughly 
qualified individual. He must know the business. He must know how 
to ferret out facts. And he must be respected. 


What does the internal auditor do? He makes a personal visit to 
the location to be audited, without benefit of prior notice. Incidentally 
there is an important difference between surprising a person who doesn’t 
know his performance is going to be audited and surprising a person 
who doesn’t know when the audit will take place. A person should know 
that he is going to be audited. but should not know the time the audit 
will take place. 


The internal auditor, through personal observation, through review 
of the records, and through interview, appraises and evaluates the per 
formance of the organization. After completing his audit, the internal 
auditor submits a report. He reports deviations that are improvements as 
well as those which are not in the best interests of the business. On the 
basis of the report, the person audited has a chance to change his per 
formance or to defend it to his superior. And the superior has a chance 
to order corrections and to enforce company policy. Top management 
has a chance to improve its policies and organization on the basis of the 
facts. The internal auditor’s job is finished when he has completed his 
report. He takes no part in enforcement or decision-making. 


Why is internal auditing a useful technique? It is useful because 
it is an effective way to communicate facts upward through the organiza- 
tion. It also encourages good administration. It increases the incentive 
to adhere to policy because of the knowledge that deviations will be re 
vealed in a report to top management. 


BENEFITS TO MANAGEMENT 


I’m not proposing that we, as industrial engineers, take on the 
responsibilities of internal auditing. Those responsibilities belong to a 
group of specialists, | am proposing that we, as industrial engineers: 


An Industrial Engineer Recommends Internal Auditing 13 


(1) Invite the auditing of our own performance, and (2) Learn to use 
the techniques of internal auditing in our review of the performance 
of others. 


Of course, some operating managers will resent such investigation, 
but the good administrators will like it and profit by it; the poor ones 
will resent it because they can’t continue following the rules of expedi 
ency. Accounting people don’t resent auditing. It is a recognized method 
of improving their operations. 

Internal auditing should be applied to policies and procedures 
developed by the industrial engineer as well as to those developed by 
the accounting or financial people. Performance under all policies and 
procedures should be subject to review. For example, management 
should be informed about conditions such as misclassification of em 
ployees, inefficient use of non-productive labor, and failure to maintain 
incentive standards that reflect current job conditions. 


Proper enforcement of policy must rely on effective methods of dis 
covering deviations. 


“Are the System’s records audited by anyone other than the inde 
pendent public accountants? 


Yes. We have a System auditor who reports directly to the Chair 
man of the Board and the President. This is a practice of long standing. 
During the year this internal auditing department made its usual exam 
ination of records and procedures in virtually all departments. It is a 
protective and constructive service to management.” 


The above question and answer are from the 1951 Annual Report 
of the Columbia Gas System. They show the recognition that internal 
auditing is receiving in that company under the leadership of Robert 
B. Milne, who was one of the founders of Tue INnstirute and General 
Auditor of the company. 








HARD, SEIN, CONSIDERIT, CALCULAT 
AND ALLOWIT 


By HAROLD G.HINTON, C.A. 
Partner: Welch, Hinton & Welch, Toronto, Canada 

Internal auditing has been a cosmic force eternally on guard to 
increase good work and to prevent wrong doing and inefficiency since 
the very dawn of history. Those members of the profession who trained 
their minds and their bodies to give their very best have attained the 
strength of character and the intestinal fortitude to sign their names 
below a report as forthright as that used as the title of this article. 





HE Scotch have always been considered to be cautious and canny 

where money and coin were concerned. Their’s is almost an inher- 
ent sense, probably acquired at the mother’s knee when she telt them 
the old Scotch sayings such as “The best way to save is no’ to spend” 
and “mony a mickle mak’s a muckle” and other o’ the same ilk. 


They were likewise taught to be sparing in the use of words—more 
would be gained by listening than by letting the tongue wiggle-wag. 
“Weesht” and “Haud ye tongue” every Scotch boy will remember. As 
the word “auditor” means “listener” it’s nae wonder that the Scot’s 
upbringing made him a natural for auditing! 


Now, it’s surprising how much guid common sense can be packed 
into a few words. Long ago, the Scots’ auditors wrote a certificate re 
the accounts they had audited which contained only six words! These, 
to me, pack more per word than twenty in our present-day certificates, 
aye, or thirty maybe! 

Most internal auditors at one time or another have read the certifi- 
cate of the public accountants at the foot of their corporation’s year-end 
Balance Sheet and have been left with a sense of wonder. They may 
have thought, perhaps, that it was spiked with a wee bit of abracadabra, 
perhaps for the benefit of the shareholders who were thus no wiser as to 
its meaning after reading as before. They wouldna ken what it was a’ 
aboot. 

The certificate tell’t them that a complete audit had no’ been made. 
That whatever work on the audit had been done was considered to be 
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sufficient, that the system of internal control had been reviewed, that 
the accounting was consistent, that generally accepted accounting princi- 
ples had been observed by the corporation, and generally accepted audit- 
ing principles by the auditors, that all the explanations required had 
been received, that all the information required had been received, that 
the statement was as shown by the books, and grafted on to this strange 
growth was the opinion of the auditors that it exhibited a true and cor- 
rect view of the state of affairs of the corporation. 


In comparison to this form of certificate, read the two auld Scotch 
certificates below: 


The first was appended to the accounts of the Guildry of the City 
of Aberdeen for 1586 - 1587 and read: “Hard, sein, considerit, calculat 
and allowit”. 


The second was the report of the auditors of the Treasurer of the 
City of Glasgow for the fiscal year 1659 - 1660 which is even quainter in 
its wording. This audit must have been more comprehensive, as the 
statement was drawn up on the old Scotch system of charge and dis- 
charge which meant that the Treasurer had shown himself charged with 
the assets on hand at the beginning of the period plus whatever came 
into his hands during the year, and gave himself credit for what he had 
expended plus whatever assets remained. The audit of such a statement 
would constitute a combined detail and balance sheet audit. 


This Glasgow report read as follows: “wilk compt befor wryttin, 
charge and discharge therein conteined being of befor at lenth hard, red, 
sein and considered, calculat and laid, was allowed and approvin in 
every heid and article thereof”. 


One can sense that these men, merchants and craftsmen as some 
of them were, who signed their names below such reports were men of 
substance and character with a fair share of intestinal fortitude and 
who had done a good, conscientious job! 


It will be noticed that although 73 years passed between the two 
reports, the wording was almost identical. This standard report must 
have stood the test of time being in use, generally, for so long a period. 


Internal control procedures were recognized when, in Stirling in 
1695, steps were taken to make the audit more independent and effective 
by enacting “that neither provosts nor bailies should be auditors of the 
accounts, but that, in addition to the ordinary number of auditors chosen 
by the town council, two merchants should be chosen by the guildry and 
two tradesmen by the incorporated trades: that the auditors should have 
the exclusive power to approve or reject the accounts as they see cause: 
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that the burgesses should be entitled to inspect the accounts and state 
objections during the auditing, and that members of council should, at 
their election, be sworn to observe these rules in all time coming”. 


We can imagine that some extra words would be flying around in 
the heat of the moment when an increase in the Provost's stipend was 
being knocked on the head. 


It is of particular interest to note that on numerous occasions in 
these ancient days there was provision made for “wine and spicerie”’ for 
the auditors. They were sorely in need of it after one of those meetings 
at Stirling. That provision should never have been dropped. We're doing 
a good conscientious job still, aren't we? 


Some others of the old usages should have been retained and, in 
particular, that Aberdeen certificate “Heard, seen, considered, calculated 
and allowed”. It covers just as much as the present day unqualified 
report with its references “To principles and what not’. It is more com 
prehensive: It rings true. Furthermore, it is something that one can 
understand. If I were a banker or credit granter I would place more 
confidence in the auditors who signed a brief certificate of this nature 
than in those who sign one of our present day concoctions. I should size 
them up as being men of conviction. I don’t hold for brevity as such, 
mind you. While it is, undoubtedly. the privilege of the auditor to be 
brief, I dinna like “Audited and found correct” for some reason. It’s like 
some of those lido bathing suits—it’s a wee bit too brief! 


Delving much further back in history and in looking into some 
of the practices of the Romans which could with advantage be used by 
us, I find that in the reign of Marcus Aurelius there was a central 
accounting office in Rome for the Minister of Finance which was called 
the tabularium and where the bookkeepers, the approximi and the assis 
tants carried on the work. The approximi were generally slaves. Besides 
these, there were attached to the staff a great number of officials about 
whose functions we have no knowledge. This was in Rome, ye ken, not 
in Ottawa or Washington! The state revenue throughout vast Empire 
was very considerable and the receipts included not only money but 
produce of the farm—corn, wool, livestock, olive oil, etc. and also various 
manufactured products which would be the spoils of victory or the trib 
ute from conquered countries. 


In order to have a measuring stick to check the receipts it would be 


MR. HAROLD G. HINTON, C.A.. is a partner of the firm Welch, Hinton, and 
Welch, Chartered Accountants in Toronto. Canada. He was born and educated in Scot 
land; and as a young man he left Scotland for Canada where he joined one of the 
Canadian banks. He obtained his chartered accountant’s degree in British Columbia 
Mfr. Hinton is a member of the Toronto Chapter of Tue Instrrute 
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necessary that a statement of approximate quantities to be received be 
drawn up before those accountable appeared before the inquisitor- 
auditor. Without this as a guide to check by, the audit of receipts would 
lose much of its effectiveness. It is more than likely that the slaves called 
the approximi were the ones who prepared this information. There 
would be a freemasonry amongst them and the other scribes in Rome 
and they would thus be better able in listening to gossip by their masters 
and in the market place to obtain the necessary information than anyone 
else. History tells us that despite all the recording. checking and recheck- 
ing that went on in these days the system broke down for the reason 
that controls were lacking. 


In Scotland and in England at the time when the public accounts 
were audited by requiring the sheriffs to appear at Edinburgh or West 
minster, and using the Exchequer table and the Rolls to determine what 
was owing and to whom, the servants of the state holding a similar 
office to the approximi would be very important adjuncts to the audit as, 
within narrow limits, it would be their business to know what should 
be rec eived 


At the present day. in our commercial auditing, we could, with 
advantage, review our own auditing procedures and place ourselves in 
the sandals of the Roman scribe and approximate the facts. We could 
also don the kilt of the Scots auditor and hear the answers to the fol 
lowing very pertinent basic questions: “What will the percentage in 
crease in sales dollar value be this year in comparison with last?” 
“Gross profit?” “Net profit before income taxes?”’ These questions can 
generally be answered approximately by the corporation well before the 
books of the fiscal year are closed. Using the information obtained as 
a basis for further enquiries (which should be reduced to writing so that 
they can, by others, be seen) an approximation of what the operating 
statements and balance sheet should be is not difficult to arrive at 


With the actual figures for comparison, it is then possible to truly 
consider whether the accounts are properly stated. Then, after the arith 
metical calculations are completed, the accounting can be allowed. The 
old Scotch form of certificate could then be given. 


It is even more necessary for the internal auditor to be an approxi 
mist. He may have carefully planned budget figures before him but if he 
hasn’t he should develop statements for his own use that will give him 
the figures he must have to use as yardsticks. Luckily for him, he is no 
slave (did I hear a motion to the contrary?) but he has the freemasonry 
of Tue Instirute or INTERNAL AuprrTors to assist him in preparing 
any of his material. If he hasn’t this yardstick. he is in danger of audit 











18 The Internal Auditor 


ing without mental probing and thus becomes automatic and takes things 
for granted. 


Internal auditing is not new. There must have been an internal 
auditor in Egypt some thousands of years ago for we see old drawings of 
these days showing the Egyptian scribes noting on their papyrus rolls 
the number of sacks of corn received, while another group of scribes on 
the flat roof of the granary note the number of these sacks being emptied 
down the chutes into the elevator. We must, surely, infer that one set of 
records would be compared with the other and that perpetual inventories 
of the corn and other products would be maintained. 


In these days, too, the Temple offerings were mostly in kind, there 
being a storehouse for each kind of product. We know that these, in 
many cases. were received as raw material and were later manufactured 
into finished goods. Payroll records were maintained and wages were 
paid in kind. Having a system of barter would necessitate a scale of 
reciprocal values for use of the consumers and the state. With all these 
records and perpetual inventories and factory operations the internal 
auditor must have been in the picture somewhere. 


There was wonderful opportunity for advancement even in those 
days. Some of the scribes worked their way to the top and held posts 
equivalent to vice-regents over half of Egypt. They got there by acquir- 
ing intimate intensive knowledge of how everything operated just as 
in the present day an internal auditor can reach the higher levels in 
his own organization by having similar qualifications. 

The civilization of Egypt goes back nearly as far as the Chaldean- 
Babylonian Empire. In that Empire with its immense trade, an enlight- 
ened code of commercial law was drawn up as early as the twenty-third 
century before Christ. Clay slabs with writing thereon done by a stylus 
have been discovered among the ruins. These deal with banking firms 
mostly. No one has been able to discover the whole meaning on those 
sun-baked slabs but I feel confident that many of them would be related 
to matters of an internal auditing nature. It stands to reason that as those 
who handled the cash were slaves, there must have been a system of 
internal control somewhere. The enormous revenues of the state would 
necessitate help of this nature and, where an enlightened code of com- 
mercial dealing was in force, it seems reasonable to assume that provi- 
sion was made for one who would act as a liaison officer between the 
satrap and the factory superintendent to see that plans and procedures 
were being followed with regard to, say, the sizes, quality, styles and 
prices of the various wearing apparel manufactured in the state factory. 


Internal auditing is a cosmic force eternally on guard to increase 
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good work and prevent wrong doing and inefficiency. One might almost 
say that the internal auditor is a man with a mission. Looked at in that 
light, he should train his mind and his body to give their very best in the 
pursuit of his onerous duties. His powers of reception will then become 
so acute that he will have little difficulty in giving proper consideration 
to matters coming within his jurisdiction. 


AuTHor’s Note: My source of reference to the historical material 
in this article was a book published in Edinburgh in 1906 called “A His- 
tory of Accounting and Accountants” by Richard Brown, C.A. 





It takes a lot of time to get experience, and once you have it you 


ought to go on using it. 
—BENJAMIN M. Duccanr. 








LIFO VALUATION OF INVENTORIES* 


By ROBERT M. TRUEBLOOD 
Resident Partner, Pittsburgh Office, Touche, Niven, Bailey and Smart 


New enough to be unfamiliar to the managements of many com- 
panies, yet old enough to have overcome many of the obstacles placed 
in its path by the early internal revenue regulations, the LIFO method 
of accounting for inventory values is being adopted by more companies 
every year. Yet for many businesses the method may be entirely unsuit- 
able. 

Many internal auditors are looking for the right answer to the 
question, “Should I recommend that my company adopt LIFO?” 





WO fundamentally diverse procedures for the valuation of inven- 
tories are presently in general use by accountants. 


The newer of the two general philosophies of inventory valuation 
may best be described as a “base cost’ device. In essence, inventories are 
priced, under this philosophy, at costs in effect as of a particular date. 
The base cost philosophy of inventory valuation includes the use of 
such techniques as: base or normal stock, last-in-first-out (LIFO), re- 
serve procedures, and other less well-known variants. Each of these 
techniques has the common purpose, or result, of inventory valuation 
in terms of fixed cost at a base point in time. It should be noted that 
none of the base cost procedures technically meets present tax require- 
ments except the LIFO method. Actually. the so-called elective method of 
inventory valuation which is presently authorized under tax law and 
regulations is a modification of the pure LIFO method and does not 
accomplish either costing or valuation on a strict last-in-first-out basis. 
However, this technicality will be ignored and the terms “LIFO” and 
“elective method” will be used interchangeably hereinafter for purposes 
of simplicity. 

The older. and still the more commonly used philosophy of inven- 
tory valuation, involves the pricing of inventory at the close of each 
accounting period in terms of the then current cost. The “current cost” 
philosophy may be applied by any one of several techniques (first-in- 
first-out, average. or most recent cost), but the first-in-first-out procedure 
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is most frequently used in practice. The practice of valuing inventory 
at current costs is of long standing and is regarded as the required pro 
cedure for tax purposes, except to the extent that deviations therefrom 
are specifically authorized. 


HISTORICAL BACKGROUND 


LIFO was first permitted under the Internal Revenue Code in the 
late 1930's. It was initially authorized only in special industries, largely 
those industries which for accounting purposes had found advantage in 
normal or base stock methods. Very shortly after the initial permission 
for use in specific industries, the Code was amended to provide for gen 
eral use of LIFO by any and all taxpayers. subject only to the ability 
or desire of each taxpayer to comply with the technical requirements 
imposed by the Code and the Regulations. 


However, the Bureau of Internal Revenue, in its initial approach 
to the problem, chose to administer the LIFO sections of the Code some 
what strictly. In spite of the several pioneering practitioners who in 
sisted that LIFO principles for the valuation of inventories should be 
available to all taxpayers, the Bureau's concept of LIFO applicability 
was rather limited. Emphasis was placed on strict identification of pro 
duct. In this connection, for example. the Bureau indicated that LIFO 
principles could not be used in conjunction with the retail method be 
cause of the obvious impossibility of establishing product identification. 
Further, the Bureau originally chose to interpret many of the technical 
requirements in the Code quite literally. 


As a result of the Bureau’s general attitude and also as a result of 
the early troublesome technical requirements set up for tax purposes, 
LIFO adoptions in the late 1930's and early 1940's were relatively few. 
Such adoptions as were made in that period, as we now know, were most 
advantageous. Certain industries which were able to cope with strict 
physical identification concepts achieved substantial tax gains as a result 
of early and well-advised elections. Other industries such as textiles, 
packing. and department stores. in which the problems were 
more difficult but which, by cooperative effort or by aggressive action 
on the part of trade associations. were able to achieve ultimate accept 
ance by the Bureau of specific techniques also achieved significant gains 
It should be mentioned that, as is usually the case. business practice 
preceded permissive legislation and to this latter group of industries 
much credit should be given for relaxation of technical hindrances 
regarding LIFO adoptions. LIFO is now generally available to all tax 
payers. 


LIFO is no longer an unusual technique for inventory valuation 
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For example, at the end of 1947, manufacturing inventories on LIFO 
aggregated about $2.5 billion, stated at book value, and represented 
about 10% of the total manufacturing inventories. It has been estimated 
that such inventories stated at 1947 price levels might have been valued 
as high as $3.75 billion, and the percentage of LIFO incidence would 
therefore be more accurately stated at about 15% of total manufacturing 
inventories on that date.’ 


As a result of increasing prices in the post-war period and undoubt 
edly also because of recent liberalization in the Bureau’s administrative 
policies relating to LIFO, numerous LIFO adoptions are still being made. 
The American Institute of Accountants annually releases statistics based 
on its examination of 525 selected annual reports. The following statis 
tics taken from this study are revealing. During the fiscal year ending 
June 30, 1947, 75 companies, or 15% of the total reporting companies 
carried all or some of their inventories on LIFO.* During the year ended 
April 30, 1951, 136 individual companies, representing 26% of the 525 
companies reporting. carried some or all of their inventories on LIFO.’ 
Actually, a considerable number of companies still do not disclose meth 
ods of inventory valuation and LIFO incidence may be somewhat higher 
than is indicated by the American Institute statistics. In considering 
these data, it should be noted that the statistics generally relate to large 
business and that, even within large business as a group, LIFO adoptions 
typically fall within particular industries. For example, out of 42 com- 
panies included in the sample of 525 which are engaged in the manu- 
facture of aircraft. automobiles. and automotive parts, only one company 
reports the use of LIFO. 


If prices continue to rise and tax rates remain at the present levels. 
LIFO will almost certainly be adopted even more widely than has been 
the case heretofore. Further. the spread of LIFO into small and medium 
business is most likely. There is little reason why the relative advantages 





*J. Keith Butters, “Effects of Taxation-Inventory Accounting and Policies,” Harvard 
University, Boston, 1949, pp. 54 and 61. 

"American Institute of Accountants, “Accounting Survey of 525 Corporate Reports,” 
1948, p. 15. 

American Institute of Accountants, “Accounting Survey of 525 Corporate Reports,” 
1951, p. 37. 
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of a LIFO adoption may not be enjoyed equally by small, medium and 
large businesses. There is, of course, some additional administrative bur- 
den involved in using LIFO, which in the case of small business some- 
times acts as a deterrent to LIFO adoption. 


CONSIDERATIONS UNDERLYING A LIFO ADOPTION 


The elective method, as defined in the Code. is based on a freezing 
of cost for inventory valuation purposes as of the date of the LIFO adop 
tion. This means simply that. if LIFO were to be adopted in a taxpayer's 
1951 tax return, the quantities of inventory on hand as of January 1, 
1951. constitute the base quantities and are priced at the cost level in 
effect as of that date. No write-downs to market for obsolescence or any 
other reason are permitted. The January 1, 1951, inventory, in the then 
existing quantities at the cost levels then in effect, constitutes initial 
LIFO base from January 1, 1951. forward. Liquidations during 1951, 
or in the future. of base stock for any reason whatsoever are eliminated 
from base at the time of liquidation. Increments to base, or replacements 
of previously liquidated base. are priced at the cost levels in effect during 
the year in which the increment or replacement is experienced. (There 
is a special rule with respect to base calculations in the event of so-called 
“involuntary liquidations” which will be treated later.) 


The reasons for adopting or failing to adopt the LIFO method vary 
as between industries, but it can be generally stated that the following 
criteria should be given consideration: 


(1) Relative magnitude of inventory as an asset: If inventory rep- 
resents a relatively small investment, then, in relation to the 
financial perspective of the company as a whole, the tax and 
other advantages of LIFO will be relatively small. 


Extent of possible inventory gains or losses resulting from price 
adjustments: If the basic inventories are not subject to 
wide price fluctuations, then quite possibly LIFO might be 
considered as an unnecessary burden in the light of probable 
advantages. On the other hand, if inventory gains and losses 
resulting from market fluctuations are relatively large. LIFO 
may quite effectively act as a profit and tax stabilizer. 

(3 


Probable course of price fluctuation: If the forecasted price 
level is well in advance of that being experienced in the year 
of proposed adoption, LIFO should be of interest. If the fore- 
casted price level trend is down, either as a result of increased 
supply, reduced demand. or expected technological efficiencies. 
LIFO has little to offer because a LIFO adoption requires ad- 








The Internal Auditor 


herence to cost, and reduction to market may not be used under 
present regulations in determining taxable income. 


Existing tax structure and predicted changes in the tax struc 

ture: High income tax rates coupled with an advancing price 
level set the stage for the greatest potential tax savings under 
LIFO. On the other hand. low income tax rates reduce the 
absolute amount of potential tax savings under LIFO. Further, 
liberal tax averaging techniques. such as carry-backs and car 
ry-forwards. tend to minimize the need for the protection 


which LIFO affords. 


Nature of inventory: Homogeneity of products within the in 
ventory tends to simplify mechanical problems in a LIFO 
adoption and also lays the groundwork for maximum savings 
Wide heterogeneity in inventory. marked changes in inventory 
composition from year to year. and volatility in the total inven 
tory investment point away from LIFO. 


ADVANTAGES AND DISADVANTAGES OF LIFO 


Having approached the general considerations underlying an ele 


tion, it is now appropriate to examine the specific advantages involved if 
a LIFO adoption is undertaken. 


1 


Matching of current costs with current revenues: This is un 
doubtedly one of the principal arguments on the side of LIFO. 
The entire accounting process is involved in the problem of 
matching appropriate costs with applicable revenues. But LIFO 
brings a refinement of timing into the picture which was first 
recognized as being desirable by adherents of the base or norm 
al stock method. 


Under FIFO. there may be a considerable time lag in 
volved in the matching of maunfacturing costs with sales reve 
nue. Under LIFO, the most recent unit cost of an inventory 
item is in effect charged against the revenue derived from the 
most recent sale of a similar item. LIFO reverses the old first 
in-first-out concept and assumes that the order of the flow of 
merchandise sold is always out of the most recently manufac 
tured products. Consider an over-simplified example of a speci 
fic item of merchandise of which two units were manufactured 
during the year, one in April and one in December. and of 
which one unit was sold in December of the same year. Under 
FIFO, the December sale would theoretically be costed out at 
its actual April cost. Under pure LIFO, the procedure would 
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be reversed and the cost applied to the December sale would 
be the December cost of manufacturing the same item. 


Proponents of LIFO contend that the above-described fea- 
ture of LIFO, which is the very essence of the method, accom- 
plishes a realistic costing that produces the most nearly correct 
gross profit margin. Obviously enough, this position is attrac- 
tive in an ascending price level because it is most certainly 
true that, if inventory is to be maintained, the item produced 
in April can only be replaced by manufacture at the cost level 
existing in December. LIFO avoids, therefore, recognition of 
profit which, in any event, must be immediately reinvested in 
replacement of product sold. 

It should be emphasized that the elective method, as dis- 
tinguished from a pure concept of last-in-first-out, does not ful- 
ly accomplish the purpose intended by LIFO adherents. Except 
under certain circumstances, liquidation of LIFO base is apt 
to result in recognition of extraordinary gains in the year of 
liquidation. Further, pricing of annual increments to LIFO 
base at most recent or at average costs, rather than at earliest 
acquisition costs, is also a departure from the pure concept of 
last-in-first-out. 

Tax savings: Annual revaluation of inventories under the 
FIFO method during an inflationary period results in reported 
income which, in the sense that it is unavailable for any pur- 
pose other than reinvestment in inventories, is not realized. 
Assuming that a constant physical volume of inventory is de- 
sired or necessary, successively larger amounts of money are 
required to finance the inventory investment as the price level 
climbs. To the extent that the elective method excludes revalu 
ation profits from taxable income, income taxes are not as 
sessed on the increased dollars of inventory investment. There 
fore, if the earlier statistics used herein can be relied upon, we 
may assume that the reported taxable income of LIFO users for 
the years 1940 through 1947 was $1.25 billion less than would 
have been reported under FIFO or similar methods. The tax 
savings, at an assumed average rate for the period of 60%, 
must therefore have yielded actual tax savings of roughly $750 
million to the taxpayers involved. 

Cash retention: Any tax savings involved in LIFO adoptions 
are necessarily translated immediately into cash savings. There 
is, however, further cash preservation involved in using LIFO 
in a period of inflation. By reducing reported profits, there is 
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always the possibility that the pressure for increased dividends 
may be reduced. It is contended that for such purposes, LIFO 
results in a more realistic profit picture from the standpoint of 
cash availability. Under FIFO, inventory profits are reported 
as income even though such income is actually required for 
immediate reinvestment in inventories. 

Leveling of income: As noted previously, LIFO tends to match 
most recent costs with current revenues. As a result, changes in 
product cost are reflected in an income statement prepared on 
a LIFO basis much sooner than if the statement were prepared 
on a FIFO basis. This incident of timing, as a general rule, 
results in less violent fluctuations of reported profit under LIFO 
than is experienced under FIFO. 


On the other side of the discussion, the following disadvantages are 
claimed for LIFO: 


(1) 


Failure to measure true economic gain: This argument is the 
exact obverse of the contention that LIFO properly excludes 
from reported and taxable income the inventory gains result- 
ing from increases in prices over the base prices adopted under 
LIFO. Those who believe that LIFO fails to measure true eco- 
nomic gain insist that the sale for $3.00 for an item manufac- 
tured at a cost of $1.75 honestly and actually yields an economic 
gain of $1.25—-whether or not more recent manufacturing 
costs have increased to, say, $2.00. There is merit in this argu- 
ment, but the obvious rebuttal is on the grounds that some 
portion of the total indicated gain of $1.25 under FIFO costing 
methods must actually be used to replace the item in inventory 
and should not be either taxed or distributed as a dividend. Out 
of the indicated gain of $1.25, it is clear that $.25 represents 
only a paper profit. 

Balance sheet misstatement: LIFO puts into the balance sheet 
a current asset stated in terms of “cost dollars” at some period 
of time unrelated to the balance sheet date. To this extent, the 
usual definition and concept of current asset investment is mis- 
stated and distorted. However, this objection can often be 
largely overcome by simple disclosure of the current or replace- 
ment value of inventories carried at LIFO. 


Administrative burden: There is no doubt that LIFO tech- 
niques and mechanics increase somewhat the administrative 
burden of accounting. Administrative burden in operating 
areas is also involved to a certain extent. Probably, however, 
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once the initial adoption has been made the actual increase in 
administrative effort is frequently far less than is ordinarily 
supposed. 

Lack of comparability with non-lifo firms: A majority of com- 
panies publishing financial reports still do not use LIFO as a 
profit determination factor. Consequently, published profit 
data within a particular industry are not comparable as be- 
tween those companies which are on LIFO and those still using 
FIFO. 

Possibility of distorted operating results: In the event of LIFO 
base liquidations, it is possible that profit for a particular year 
may be somewhat distorted. In effect, liquidations of old base 
may result in an unrealistically high gross margin in the year 
of liquidation. Further, the operations of involuntary liquida- 
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tion provisions under the Code may yield somewhat arbitrary 
results in the year of replacement. However, there are avail- 
able certain accounting techniques by which such distortions 
may be minimized. 


ECONOMIC CONSIDERATIONS 


In order to clear up some of the economic background of LIFO, it 
might be well to digress for a moment into an area not totally related 
to accounting. 


Inventory profits, in the sense of inventory investment increases 
resulting from price adjustments, are a considerably more important 
item in the reporting of business profits than might be expected. Dur- 
ing seven individual years from 1939 through 1947. inventory paper 
profits, resulting from price level increases, as computed by the Depart- 
ment of Commerce exceeded $2 billion. In each of the years 1946 and 
1947, this adjustment exceeded $5 billion.‘ LIFO tends to eliminate such 
profits from reported business income. Exclusion of inventory profits 
from reported business income is important in itself for the several rea 
sons indicated heretofore. Further, such exclusion is important in the 
sense that uniform adoption of LIFO would both simplify and clarify 
the determination of annual national income. 


A concomitant of measuring income by FIFO or related methods 
is the psychological result of the ‘overstatement” of reported income. If 
one chooses to believe that inventory profits are not properly classified as 
business income, the adoption of LIFO does much to avoid the reporting 
of profits which may in fact not represent distributable income. The 


‘U. S, Department of Commerce, “Survey of Current Business,” July 1948, p. 16 
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higher profits resulting from the use of FIFO also bring with them prob- 
lems relating to cash availability, dividend policies, and tax planning. 


Also largely in the economic area is the problem which results if 
and when a particular price level recedes below that in effect at the time 
of a particular LIFO adoption. Present tax rules do not permit the reduc- 
tion of inventories in such circumstances to market for tax purposes, 
although a reserve may be used to achieve the desired result for book 
and statement purposes. For those taxpayers who have lived with LIFO 
for the past ten years, the problem of reducing LIFO to market is not 
apt to be encountered in the absence of an extremely severe recession. 
For those who have made recent adoptions, however, it is at least pos- 
sible that price level recessions in particular industries could create con- 
siderable reporting and tax problems. In effect, the various advantages of 
LIFO are realized in large part only so long as the price level does not 
recede below the price level in effect at the time of adoption. This may 
be something of an academic problem in that it is at least possible that 
the present statutory definition of the elective method might well be 
revised if such a recession were to be experienced. Efforts are being 
made for the enactment of legislation to allow a reduction of LIFO 
values to market for tax purposes. 


Another point in relation to the economic aspects of LIFO is that 
the present statute does not provide very realistically for inventory 
liquidations. In years in which industry eats into its LIFO inventories, 
the reported margin of gross profit is necessarily overstated in terms of 
current cost. Under present tax law, so-called involuntary liquidation 
elections were permitted during the years 1941 through 1947 and also 
during the years 1950 through 1953. Even though an election to replace 
such inventories for the indicated years is permitted in certain circum 
stances (largely relating to war conditions), the reported income for 
the year of involuntary liquidation is necessarily overstated in the first 
instance. However, this latter problem can be overcome in relation to 
involuntary liquidations on which the required election is taken by esti 
mating the excess replacement cost of liquidated inventories together 
with future tax benefits, and giving effect in the statements to the result 
ing net charge in the year of liquidation. Such a charge cannot, however, 
be estimated with any great degree of accuracy. 


More important, however, is the problem of what, by statute, are 
referred to as voluntary liquidations. These liquidations presently in- 
clude any depletion of base as a result of circumstances which do not 
qualify as involuntary liquidations under the statute and to all liquida- 
tions occurring in the years 1948 and 1949. If LIFO criteria are adopted 
as the proper measure of business income, then certainly there should 
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be some means for preservation of LIFO base at least under such extenu 
ating circumstances as fire or flood. Under present statute, the LIFO tax 
payer must report any insurance proceeds resulting from such a disaster 
as ordinary income in the year of fire or flood, except to the extent that 
he is successful in rebuilding his LIFO stock prior to the close of the 
fiscal year in which the catastrophe occurred. 


There would be strong advantage in permitting taxpayers to deter 
mine permitted LIFO base in terms of an average inventory investment 
over a period of three or more years. If LIFO base were averaged over 
a period of years and if the taxpayer were always permitted to rebuild 
stocks to the maintained average, many of the present statutory liquida 
tion complications, which frequently result in somewhat weird results. 
would be minimized. Permissive legislation in this direction would 
bring practice around to a more realistic approach to the true last-in 
first-out concept. It would also serve to reduce many of the administra 
tive problems now confronting both the Bureau and the taxpayer. 


TAX ASPECTS 


The most troublesome aspects of an inventory valued on a LIFO 
basis relate to the development of techniques for its annual, or possibly 
more frequent, calculation. 

First, however, it may be well to review the specifically established 
technical requirements underlying a LIFO adoption 

(1) In the year of election, a Form 970 must be filed which incor 

porates the following information: 

(a) Description of items to be inventoried under the elective 
method. 

(b) Description of items not to be inventoried under the ele« 
tive method. 

(c) Analysis of inventories as of the close of the current and 
two preceding years. 

(d) Nature of business. 

(e) Inventory method used prior to election. 

(f) Statement that opening inventory was valued at cost 

(g) Information relating to statements issued by taxpayer in 
the year of election and to distribution of such statements 
and inventory method used in determining profit and loss. 

(h) Election to price increments to base at cost of earliest 
acquisition, cost of latest acquisition. or at average cost for 
the year. 
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In passing, it might be noted that the ultimate decision on 
a LIFO adoption may be deferred considerably beyond its 
effective date. In terms of a 1951 election, for example, a 
calendar year taxpayer might delay a non-rescindable 
election until September 15, 1952, or to such later date as 
the tax return is required to be filed. 


(2) LIFO inventories must be carried at cost for tax purposes from 
the effective date of the tax return forward through all future 
years. Cost of annual increments may be determined under 
any one of three methods: earliest cost, average cost, or latest 
cost. An election of one of the three is binding for all future 
years (In an ascending price curve, earliest cost is normally 
the most favorable technique from the standpoint of LIFO 
base.) In no circumstances may reductions from cost to market 
be made for tax purposes. 


(3) The closing inventory of the year preceding LIFO adoption 
must be recalculated at “average cost” and all write-downs 
from cost previously deducted from the inventory valuation for 
that year must be removed. Presumably taxable income for the 
year preceding adoption will be increased to the extent of any 
write-downs included in the inventory at the end of the pre- 
ceding year, but there is no requirement that an amended 
return be filed. 


(4) The taxpayer must use only LIFO procedures in annual state- 
ments prepared for presentation to shareholders and propri 
etors, or for credit purposes, both in the year of adoption and 
in all subsequent years. 

(5) The change to, and the use of. the LIFO method shall be in 
accordance with such regulations as the Commissioner may 
prescribe as necessary in order to reflect income. Further, the 
Commissioner retains certain discretionary authority in rela 
tion to the actual technique of the LIFO computations and also 
with respect to the inventory area covered by the LIFO adop- 
tion. 


(6) A subsequent change back to any method of inventory valua 
ation other than LIFO may be made only with the Commis 
sioner’s approval. 

One of the most difficult and troublesome phases of establishing 
suitable but workable techniques for LIFO has been the matter of group 
ings or selection of inventory pools. Originally, the Bureau indicated 
that LIFO inventories should be segregated “into natural groups on the 





Lifo Valuation of Inventories 31 


basis of either (1) similarity in factory processes through which they 
pass, or (2) similarity of raw materials used, or (3) similarity in style, 
shape, or use of finished products.” In addition to this some-what restric- 
tive regulation the Bureau’s initial attitude on groupings was restricted 
in its application. However, in 1944, a T.D. was issued which authorized 
the use of LIFO with respect to raw materials only and in that T.D. 
several examples were given of permissible groupings in specific indus- 
tries which helped considerably in clarifying the problem of groupings. 

No further official pronouncement has been made, but, in terms of 
adoptions now agreed upon, it would appear that there is no necessity 
for breaking down the inventory into a vast multiplicity of product pools 
if reason and logic support a relatively smaller number of pools. On this 
point, there is certainly a strong argument in many industries to support 
classification of the entire inventory as a single pool. There is also now 
current a considerable feeling that there is a good bit of logic in establish- 
ing separate pools for material, labor, and burden and thus breaking 
down the product concept of classification completely. A good rule of 
thumb in this area is that the broader one establishes his pools, the easier 
it is to preserve base inventory—an important consideration under pres- 
ent regulations. It might also be mentioned that, although the Bureau 
might require the breakdown of a single pool into several, the Bureau 
is not apt to take the converse position of requiring the combination of 
pools. Accordingly, practical psychology would demand an initial filing 
on the basis of the very minimum number of pools which the taxpayer 
feels reasonably able to justify. The advantages of large and broad pools 
are great from the standpoint of base preservation. 


The most interesting and the most recent developments in connec- 
tion with LIFO have been the Bureau's acceptance of the LIFO applica- 
tion to the retail method and its subsequent authorization of the dollar- 
value method for manufacturing firms. The Bureau’s original attitude 
had been that any situations in which product identification was difficult 
or obscure were not suitable to LIFO adaptation. The department stores 
successfully fought the Hutzler case through the Tax Court and subse- 
quently the Bureau authorized the specific application of LIFO to depart 
ment stores. Shortly thereafter Basse and Sweeney, both Tax Court cases 
involving grocery products not costed under the retail method, were 
decided in favor of the taxpayers. The Bureau has since specifically 
approved the dollar-value method as being an appropriate adaptation of 
LIFO. This action on the part of the Bureau has opened the door to 
LIFO for a great many taxpayers who were effectively estopped from 
consideration of LIFO under the Bureau’s earlier strict concept of pro- 
duct identification. The principle of the dollar-value method is simply 
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that the inventory unit is thought of, or defined as, “dollars” rather than 
“products”. Although certain manufacturers adopted the dollar-value 
method in the early 1940's and stuck with it, it is unfortunate that the 
official sanction did not come at an earlier date in order that more gen- 
eral use could have made of LIFO during the inflationary period which 
commenced with World War II. 


Under the dollar-value method it is necessary to determine the 
annual percentage change in the cost level of the LIFO inventories, in 
order to restate inventories at the end of each year in terms of base 
dollars. This problem can probably best be solved by the development of 
internal price indexes, although occasionally appropriate external in 
dexes are available. The development of suitable internal indexes is not 
an extremely difficult problem, and gives wide opportunity for the use 
of statistical concepts and methods as an accounting tool. The subject of 
internal indexes is extensive in itself and cannot be treated at length in 
this paper. It should be pointed out, however, that well-designed internal 
indexes may have many collateral control uses, over and beyond their 
obvious significance in the development of LIFO data. 


CONCLUSION 


In summary, it should be pointed out that the adoption of LIFO is 
largely a particular and individual decision to be made by each taxpayer 
in the light of his own peculiar circumstances. If price levels continue 
to rise, there is certainly tax money to be saved by making such an 
election, and general availability of the dollar-value method minimizes 
many of the technical hindrances encountered in the early administra 
tion of LIFO legislation. Nonetheless, certain of the problems underlying 
a LIFO election will continue to act as a deterrent to adoption in particu 
lar cases. It does appear, however, that management has in all cases a 
strong responsibility to explore the matter thoroughly and to determine 
the relative advantages and disadvantages existing in its own peculiar 
circumstances. 





Nothing is a waste of time if you use the experience wisely. 


—AuGusTE Ropin. 


EVALUATING OPERATING 
PERFORMANCE AND PERSONNEL’ 


By A. J. GREGORY 
Supervisor of Internal Audit Division 


Wisconsin Electric Power Company, Milwaukee, Wisconsin 


Four requirements for standards of evaluation of a company’s 
employees are: they must be relevant, they must be reliable, they must 
be unbiased and they must be practicable. The company’s internal audit- 
or is in a peculiarly advantageous position to apply standards which 
meet these requirements, as a corollary to the other phases of his cus- 
tomary examinations. He should exercise caution, however, in attempt- 
ing to evaluate the technical abilities of individuals with whose work he 
is relatively unfamiliar. 





NTERNAL AUDITING had its origins as a policing function and was 

largely concerned with the detection and prevention of fraud. As 
internal auditing progressed, the internal auditor extended his horizons 
and became concerned with more and more of the operations of his 
company, and although the auditor is still concerned in the detection or 
prevention of fraud, he is equally concerned with the operations of his 
organization from the standpoint of efficiency. 


The internal auditor cannot afford to by-pass this phase of his re- 
sponsibility if he wishes to be recognized as an integral part of manage 
ment organization. This is especially true of the larger organizations 
where management develops the broad program of operations and poli 
cies and must delegate the responsibilities for carrying out this program 
to others. It is the responsibility of the internal auditor to assist man- 
agement in determining that its delegated functions are being performed 
satisfactorily and that the organization is operating efficiently. 


The efficiency of an organization is largely dependent upon two 
factors—personnel and operating performance. These factors are closely 
related and the auditor must recognize this relationship. For the purposes 


*This article was published in the Edison Electric Institute Bulletin, June 1951 and 
in the American Gas Association Monthly, July-August 1951 
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of this discussion let us first give consideration to the human component 
—the evaluation of personnel. 


The appraisal of employees and their efforts is not necessarily con- 
fined to the internal auditor. Some phases of this work may be performed 
by wage and job specification staffs, management engineering firms, and 
others. However, the internal auditor, by the very nature of his work, 
is in an advantageous position to appraise employees and their perform- 
ance. In this connection, the internal auditor should exercise caution in 
attempting to appraise or evaluate the technical abilities of individuals 
with whose work he is relatively unfamiliar. It will take a good many 
years’ experience as well as technical knowledge before the auditor can 
evaluate such skills. 


An evaluation of personnel is generally a corollary of other audit- 
ing work and it is possible for the internal auditor to make appraisals of 
efficiency without employees being too conscious of the fact that he is 
there for that purpose. The auditor will have knowledge of the internal 
controls applying to the work performed by the employees which enables 
him to determine the manner in which inefficiency in one individual 
affects the work of others. Likewise. the auditor is in an ideal position to 
observe whether the employees are working harmoniously as a team 
toward the objectives the company is seeking, as well as merely per 
forming efficiently as individuals. The auditor often is in a position to 
assist management in arriving at an opinion of an individual who is 
being considered for promotion. The scope of the auditor’s activities is 
by no means limited to operating personnel; he should be equally con- 
cerned with standards of efficiency at supervisory levels. 


So far we have considered why the auditor should evaluate per- 
sonnel. Let us next look at the means by which this is done. Personnel 
psychologists have established certain requirements for the evaluation 
of personnel. First of all the means of evaluation must be relevant. For 
example. if the auditor were to come to any valid conclusion as to the 
accuracy of an individual’s work, he would more properly base his judg 
ment upon the accuracy with which a certain sample of work was per- 
formed than upon a non-relevant factor. such as the time required to 
perform it. The means of evaluation must also be reliable. This means 


MR. ALEXANDER J. GREGORY is Supervisor of the Internal Audit Division of 
the Wisconsin Electric Power Company, which company he joined in 1941 as a 
systems accountant. He is a graduate of Marquette University where he obtained the 
B.S. degree in business administration. and the M.A. degree in economics. He has also 
done post-graduate work at the University of Wisconsin. 

Mr. Gregory is vice-president of the Milwaukee Chapter of Tux Institute or 
INTERNAL Aupitors and he is. also. a member of the Internal Audit Committee of the 
Edison Electric Institute 
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that there must be a high degree of correlation between the type of work 
evaluated and the type of work used in establishing standards of efficient 
performance. For example, any sample of work selected by the auditor 
for evaluation should be a cross-section of the work normally performed 
by the individual being evaluated. 


Evaluation procedures must be free from bias. The internal auditor 
is trained to be objective in his thinking. Moreover, his contacts with 
operating employees are more casual than those of line supervisors, for 
example, and it is consequently much easier for his judgments to be 
unbiased. In his contacts with employees. however, the auditor should 
be careful never to assume an attitude of superiority because of the 
resentment that may be created within the employee and which in turn 
can impair the effectiveness of the auditor’s evaluation. 


Finally. evaluation procedures must be practicable. This means that 
there must be definite limits to the amount of time which can be spent 
and the amount of disturbance to operating routines. Here too, the audi 
tor has a distinct advantage for employees expect a certain amount of 
interruption during the course of an audit and will not be unduly dis 
turbed by the auditor’s presence. In most cases the additional time re 
quired by the auditor to increase the scope of his audit to include per 
sonnel evaluation will be slight. 

The means by which employee performance may be measured are 

|) determination of knowledge or understanding, (2) review of per 
formance records, and (3) evaluation by observation. 


The first method is widely used by line supervisors and by staff 
personnel engaged in systems work. The determination of knowledge or 
understanding of a certain job can be made by having the employee 
explain why a certain job is being done and how it should be performed. 
or by having the employee write out the answers to questions designed 
to test his knowledge of the job. This method can be used to advantage 
by the auditor when in the course of an audit he has occasion to ques 
tion an employee about some of the details of his work 


The second method. review of performance records, can be used in 
cases where the work performed by an employee results in records which 
reflect his performance in terms of output. This method is most com- 
monly used by auditors in evaluating personnel efficiency since they are 
already concerned with the records in connection with the major objec- 
tives of their audit. Although that type of evaluation is performed by 
nearly every auditor, its significance, in many cases, is overlooked be- 
cause the auditor may be solely concerned with the accounting aspects 
of the work he is reviewing. It is quite likely that the auditor is subcon 
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sciously evaluating the employees but fails to give the matter any con- 
sideration because he does not recognize that it is a proper phase of his 
audit. The auditor should realize that management is not only concerned 
with internal controls but is equally concerned with personnel efficiency. 


The third method, evaluation by observation, is in all probability 
too often neglected by auditors. However, in any instance where the 
employee’s work does not leave a record of his performance, observation 
is the best means available to the auditor to determine whether employee 
performance is adequate. 


Although times does not permit an explanation as to how these 
principles can best be applied by the auditor, the following case is typical 
of the findings which may result from a personnel evaluation made 
during the course of an audit. During an audit of a branch office many 
clerical errors were found in the records examined, it appeared that the 
records were carelessly kept, and there was evidence of deviations from 
established procedures. The auditor noticed that although the majority 
of employees were only moderately busy, the branch office supervisor 
was overwhelmed with a vast quantity of records and clerical detail. 
Most of this work was of a nature that should have been delegated to the 
clerks in the office. However, from the auditor’s conversation with the 
supervisor, it appeared that the latter had very little confidence in the 
ability of his people to do the work properly. In consequence he was 
doing a poor job of supervision as most of his time was involved in de 
tails. This condition was discussed with management and corrective 
action was taken to give the branch office supervisor further training. 


As I indicated before, there is a very close relationship between 
personnel efficiency and operational performance. For this reason, in 
evaluating personnel, the auditor must also give consideration to the 
factors which are necessary to obtain efficient operating performance. 
These factors include office and plant facilities and office and plant lay 
out These factors are by no means the only factors involved. Company 
policies and procedures are also important factors but I will omit them 
from this discussion for the sake of brevity. 


Facilities in its broad sense means the “tools” with which employees 
work. In any audit, an auditor should never take for granted the method 
by which an operation is being performed. He should always be alert 
to detect any situation where the productive effort of employees is being 
hampered by inadequate working facilities. You cannot expect to get 
optimum performance from efficient personnel if they are handicapped 
with antiquated facilities and do not have the proper tools with which 
to work, On the other hand, the finest facilities and tools will not in 
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themselves result in efficient operating performance if personnel effici- 
ency is lacking. The auditor should always give careful consideration to 
both factors before making any recommendations for improvements in 
facilities. 

The auditor should give much the same consideration to office and 
plant layout as he gave to facilities in evaluating operating performance. 
Improper placement of office machines, files, desks, storeroom bins, and 
other facilities can result in a low level of operating performance. An 
auditor's evaluation of this factor during an audit is not always easy. 
In some instances the improper placement of facilities may be fairly 
obvious. But in other instances the auditor must spend considerable time 
in observing the flow of work in order to determine whether improve 
ments can be made in layout which would result in higher productivity. 


In one of our recent inventory audits, we came across a situation 
which illustrates how an auditor can use effectively the principles for 
evaluating personnel and operating performance to make improvements 
in operating efficiency which would not have been possible if the auditor 
had confined his activities to the mere accounting aspects of the audit. 
It was noted that in one storeroom the storekeeper was having some 
difficulty in maintaining his accounting records properly. The auditor 
reviewed the storeroom accounting records, observed the manner in 
which the storekeeper performed his work, questioned him concerning 
some of the details of the procedures he was supposed to be following, 
and reviewed the storeroom facilities and layout, and the general house 
keeping practices. As a result of this study, the auditor recommended 
additional training for the storekeeper and additional personnel for the 
storeroom since part of the storekeeper’s difficulties was due to the vol 
ume of work assigned him. The auditor also recommended a change in 
the storeroom layout to promote greater efficiency and to provide more 
adequate protection of company materials. The auditor’s recommenda- 
tions were adopted by management and subsequent follow-up of this 
storekeeper showed a substantial improvement in his work. 


No age or time or life, no position or circumstance, has a monopoly 
on success. 


—E. F. G. Gerarp. 








RECORDS DISPOSITION” 


By PAUL G. PURINGTON 


Manager of Methods Consulting Division, Show-Walker Company 


A potential yearly saving of at least $54 exists in each four-drawer 
file maintained in a typical office. Equally great potential savings are 
buried in the mountains of stored records. Internal auditors can help 
their companies realize these large savings by initiating and developing 
a complete Records Plan, which means much more than just a Retention 
(or Disposition) Schedule. 


NE hundred million dollars. perhaps as high as three hundred mil 

lion dollars; that is what American business is pouring down the 
drain every year because of their string-saving tendency to keep and 
provide for worthless records. 


What are these worthless records? 


Records which never should have been filed in the first place, let 
alone stored; records that have been kept past their period of usefulness; 
records that have been created. filed and stored “just in case”. 


Since a primary responsibility of any internal audit group is control 
of expenses, the potential savings that are available through the analysis 
of such records should whet the appetite of any internal auditor. These 
potential savings exist in the active as well as in the stored files. 


A survey recently conducted by the National Stationery and Office 
Equipment Association shows that the yearly operating cost of one four 
drawer file is $217. This figure is quite conservative since it does not 
include overhead charges. 


POTENTIAL SAVINGS 


Experience has shown that in many cases 25% of the material in 
office files should be either transferred to storage or destroyed because of 
its age, and another 25% should never have been filed. Thus there is 
a potential yearly saving of at least $54 in each four-drawer file main 
tained in an office. Multiply this by the number of such units in use in 


*Paper delivered at a meeting of the Pittsburgh Chapter of Tue Instrrure 
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your company and you will undoubtedly obtain an impressively large 
figure. But this covers only active files. 


Equally as great are the potential savings that can be made through 
a reduction in the mountains of stored records. These stored records 
comprise not only 25% which were unnecessarily included in the active 
files but those records which have been held beyond the required period 
of time. Experience has shown that at least 50% of such stored records 
can be destroyed. In one instance, such records were actually reduced 
by 66-2/3%. While the yearly maintenance cost per drawer of stored 
records does not begin to approach that of active records, it does not 
take long for that cost to exceed the costs expended during the period 
when the stored records were active. When the savings that can be 
effected by an analysis of the stored files are added to those of the active 
files, the figure reaches staggering proportions 


TWO COURSES 


It is surprising to discover the number of companies that have not 
yet realized such potential savings exist. Such companies become con 
scious of records only when they no longer have space in their equip 
ment to file new records or store old ones. When this point is reached, 
they usually take one of two courses. 


First, if floor space permits, they usually buy more file equipment 
to provide the additional needed capacity. I know of one case where 
a company bought additional files and stacked them on top of the old 
ones. When these were filled, employees used the remaining 12 inches 
between the tops of the files and and the ceiling to store additional 
records. 


On the other hand, if all space for equipment has been exhausted, 
the usual approach is to weed out and throw away certain of the “older” 
records. This task is usually assigned to someone who may, or may not, 
have any knowledge of the problems and consequences involved. In any 
event, this person starts out with two strikes against him since he has 
nothing in the way of an over-all. long range plan to guide him. 


There are several fallacies in this approach. The value of records 
cannot be determined by their age alone. Furthermore, when the records 
reaccumulate to the saturation point, the whole job must be done over 
again at additional expense and with the added hazard of inconsistency 
due to interim changes in personnel. In many instances the records are 
disposed of without any record being made of what was thrown away. 
The result is confusion since it is never known what records are on hand 
or what records have been discarded. 
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Contrasted to those companies that have not yet realized the poten- 
tials, there are those who are definitely aware that potential savings do 
exist in records handling. However, most of them are not reaping the 
full benefits available. In some cases they have spent too much time in 
developing disposition schedules which are too general. In other cases, 
they have placed too much emphasis on the retention periods for forms, 
expecting this to be a panacea for all their record problems. Actually, 
there is no such thing as a panacea. However, if the full benefits are 
to be reaped the first and most important steps are the development, 
adoption, installation and enforcement of a well organized Records Plan. 


Many companies that have developed a Records Retention Schedule 
believe they have a Records Plan. The two terms are not synonymous 


since a Records Retention Schedule is but one part of a complete Records 
Plan. 


ASSIGN DEFINITE RESPONSIBILITY 


Since a Records Plan must cover every aspect of a record from its 
birth to its death, it must, of necessity, have the full backing of top man 
agement if it is to succeed. 


In order to develop the facts to obtain this backing a preliminary 
review should be made of the active and stored records. Such review, 
if made by an individual with a thorough knowledge of records opera 
tions, will reveal the approximate extent of the possible savings. 

The potential savings thus developed, when presented to top man 
agement, should be enough in themselves to secure this necessary sup- 
port. Top management should then be asked to assign the responsibility 
for the development of such an over-all Records Plan. This assignment 
should be given to a single individual. The surest way to kill the idea 
is to assign it to a committee. If it must be assigned to a committee, it is 
most essential that one individual on that committee be made responsible 
for its development. This responsibility should carry with it the author 
ity to obtain whatever help is needed. I believe it could be assigned to 
no better group than the internal auditing staff, who already has an 
over-all picture of the organization. If there is no trained records special 
ist within the organization, the thing to do is to seek such a specialist 
either on a permanent or a consulting basis. The entire organization 
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should then be notified of the action that has been taken and the broad 
policy that has been adopted by top management in regard to records. 


With a broad program having been properly launched, the detailed 
steps required to accomplish its objectives should then be developed. 


CONTROL FILING EQUIPMENT 


If the savings that will be made by reducing the volume of material 
to be kept in the active files is to be continued, a control over such files 
must be established. The information required to establish this control 
should be gathered at the time the active files are surveyed. The exact 
number of file drawers to be allowed each department should be deter- 
mined and standardized. The purchase of unnecessary files can then be 
controlled by requiring all such requests to be approved by one person. 
This will tend to prevent the establishment of unauthorized files, limit 
the volume of records to be kept in the office, as well as the volume to 
be sent to storage. If additional files are not provided it will also auto- 
matically control the retiring of records to storage. 


UNIFORM FILING SYSTEM 

Without a knowledge of proper filing practices or a plan to follow, 
most people are not inclined to segregate files by year. Because of the 
amount of work required to remove the inactive material, the retirement 
of records from such files is postponed until someone has time for this 
tedious job; as a result the files never get weeded. 


There are very few files which cannot be established to permit easy 
segregation of material that is ready for retirement. If a disposition 
schedule is to operate most effectively, it is essential that files be organ- 
ized to allow uniform cut-off periods so that when they are ready to be 
transferred or destroyed it can be done without hand weeding. 


Uniform systems for filing and handling like material must be 
established if the most efficient disposition schedule is desired. The full 
value of many of the stored records will be lost if the method of filing 
does not follow a uniform pattern. The locating of required documents 
is not only difficult but sometimes impossible without an intimate 
knowledge of the plan of filing that was used during the period those 
documents were active. If a uniform system of filing and finding is 
established, the bulk of the retired files will ultimately become standard- 
ized. This will eliminate the need of specialized knowledge of a particu- 
lar filing system to locate the needed papers. 


In many instances, the combining of several files into a single file 


has not only reduced the volume but has created efficiencies in the filing 
operations themselves. The information required to reach a decision as 
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to what files should be combined should be gathered at the time the 
files are surveyed. 


CONTROL OVER RETIRED RECORDS 


If the proper controls are to be established ove over the retired records, 
proper instructions must be issued governing how material is to be sent 
to storage. Without such control what might have been a record center 
becomes nothing more than a dumping ground. Reference to the material 
is almost impossible because much of it cannot be recognized, due to 
improper descriptions or none at all. With the proper control over adher- 
ence to prescribed requirements for sending material to storage. this 
difficulty can be eliminated. 


Each record that a department is to keep should be given a control 
number which will serve as its future identification. This number is 
management's authorization to maintain the file, not only in its current 
state but, if required. to transfer it to storage. While the description or 
title of a file may vary depending upon the individual who prepares 
the material for storage. the authorization number must remain con- 
stant. This will permit the checking of material that is sent to storage. 
It will also permit the easy identification of material when it is required. 


In many instances, disposition schedules have been approved by 
management, yet examination of the stored records showed the schedules 
were not being followed. It is not sufficient to establish a disposition 
schedule and let it go at that; a follow-up plan for adherence to the 
schedule must be instituted if the plan is to work as it is intended. 


If a record center is properly established and maintained and the 
proper service rendered. many records could be retired sooner from ex- 
pensive office space. This would reduce the amount of space and operat- 
ing costs inherent when inactive files are maintained in offices. In large 
companies where there is a sufficient volume of retired records this record 
center should be staffed with full time personnel. Where this is not 
possible, the responsibility for operating the records center should be 
assigned to one individual on a part-time basis. Procedures should be 
issued covering how material in the record center is to be handled. 


FORMS CONTROL 


For the most part the files of the average firm are filled with forms 
of one nature or another. Unless the authority for controlling the adop- 
tion, use, number of copies and size of form is controlled, it is next to 
impossible to exercise the control necessary to keep the files to a mini- 
mum. Many of the forms in use in the average office are prepared with 
many copies. Each of these usually winds up in a file. This results in 
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duplicate records. Every effort should be made during the course of the 
survey to spot duplicate files. 


MICROFILMING 


If microfilming is used in connection with the storage program, the 
records to which it applies should be indicated as well as the disposition 
of the record after microfilming. While a good many companies have 
gone into microfilming. those who have not yet launched such a pro- 
gram on a large scale would do well to weigh the need for microfilming 
of records which are to be held for comparatively short periods of time. 
Studies of the cost of microfilming. while it varies with different com- 
panies, has shown that records can be stored anywhere from five to 
seven years in their original state more cheaply than by using microfilm. 
With microfilming. there is the added disadvantage of reference. which 
is usually more frequent the shorter the period of retention. If micro- 
filming is being used for the purpose of duplicating essential documents, 
required in connection with the Records Preservation Program, that is 
something else again. 


SURVEY ACTIVE FILES FIRST 


The logical place to start is with the active files. Only after the 
complete plan has been established should the stored records be sur 
veyed, since it is only through the recognition and proper listing of all 
active files that one can determine the real significance of each record 
Much information is required concerning active records before proper 
decisions can be made as to stored records. As a rule, such information 
can only be obtained from the people in the department who are familiar 
with the records. This information should be built up on a departmental 
basis. A separate schedule should be prepared for each department and 
departmental element. Each individual record found in a department 
should be listed as a separate item. It is not sufficient to describe the 
records of an order department as order files; particularly when these 
files may consist of many types of records. 


After the survey of each department is completed, the value of 
each record should be discussed with the department head to establish 
the length of time he believes it should be held in the office and in stor 
age. The information that was gathered during the survey of that depart- 
ment should be taken into consideration so that these periods of time 
are reduced to a minimum, without impairing the operation. The depart- 
ment head should be furnished with a guide to assist him in judging the 
value of the record. These keys usually consist of four categories such 
as: vital. important, useful. and non-essential. At this time it should also 
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be decided what files are to be combined and what files are to be elim- 
inated. 


MANUALS 


Once all the departmental schedules have been completed, manuals 
should be prepared covering (1) the action taken to establish the cut-off 
periods applying to the transfer of records and (2) filing practices and 
principles as they apply to each department. 

Once the schedules have been approved by management, they 
should be issued on a departmental basis, together with the necessary 
procedures and authorities required to carry out and control the plan. 
This should include the assignment of the responsibility for its enforce- 
ment. It cannot be assumed that because the program has been devel- 
oped and issued that it will police itself. The larger the company, the 
greater is the task of maintaining that control. This assignment should be 
given to someone thoroughly trained in records management. This indi- 
vidual should also be charged with the responsibility to see that the 
schedules are reviewed periodically at no less frequent intervals than 
once a year. Changing regulations by the various states or government 
agencies may affect the length of time the records should be held. 


With the issuance of these departmental schedules, the destruction 
of records should be carried out on an automatic basis. It should not be 
necessary to prepare separate authorization forms for each of the various 
records to be destroyed. However, as the records are destroyed a record 
of this action should be kept by the records center. 


After the schedules have been issued the stored records should be 
surveyed. Once this inventory has been completed, a listing should be 
made of those records which are judged ready for the action indicated 
on the schedule. If there is any doubt in the surveyor’s mind whether 
the records have been properly classified, the records in question should 
be discussed with the department head concerned. 


In summing up, a full control over all records will not only take 
care of the volume of records which are to be retained in storage but the 
volume of records that are to be kept in the office, which in turn governs 
the amount of space necessary for keeping these records, and which is 
directly related to the records cost of any organization. 


A Controller of a major steel corporation once said, “We keep 
records entirely too long. It would be good for us to have a fire or flood 
periodically”, 


INTERNAL CHECK 
AND INTERNAL AUDITING’ 


By R. M. CHAN 


Vice-President, Magnolia Petroleum Company 


Internal check and internal auditing are each a part of the other. 
The system of internal check constitutes a sort of continuous audit, while 
the auditor’s continuous appraisal of that system is, in itself, another 
sort of internal check on a company’s operations. In addition to review 
ing the internal check, however, the internal auditor constantly reviews 
the operating, administrative and accounting controls which are estab 
lished to help manage the company’s affairs. 


find it difficult to disassociate internal auditing from internal check. 

I like to consider that each forms an integral part of the other; to put 
it more simply, I feel that the internal checks, balances, and safeguards 
we establish in our office, accounting, and operating practices constitute 
in themselves a continuous audit. An independent auditing staff carries 
on an independent appraisal activity to see that those practices provide 
adequate methods of internal check. In recent years the scope of internal 
auditing has broadened greatly so that appraisal of internal check now is 
only one of the functions it performs. 


A definition of internal check written by Mr. Robert Montgomery 
thirty years ago expresses my ideas very well. It states: 

“Such a system consists in the accounting records, methods and 

details generally being so laid out that no part of the account or 

procedure is under the absolute and independent control of any 

one person; that, on the contrary, the work of one employee is 

complementary to that of another. and that a continuous audit 

is made of the details of a business.” 

I like that definition, although it is limited to only a portion of the 
present concept of the scope of internal auditing and control. The defi 
nition of internal auditing by Tue InstiruTEe or INTERNAL Auprrors 
is somewhat broader, but part of it is particularly significant to me. It 
is the sentence reading, 
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“It is a type of control which functions by measuring and eval 
uating the effectiveness of other types of control.” 


Internal checks have been with us from time immemorial. The 
papyrus rolls receipting for grain in the time of the Pharaohs attest to 
this. I don’t know who checked the priests who made out the receipts, 
for I have never heard of any “double check” papyrus being unearthed 
by the archeologists. This points to the peculiar fact that a system of 
internal check or internal auditing that is designed to protect against 
human frailties must itself be operated by humans. Therefore, the first 
essential to the proper functioning of a plan for checking operations and 
records is the selection of the right type of personnel to administer it. 
The department heads, supervisors, and other key personnel charged 
with the operation of the various necessary functions, should have a 
keen sense of responsibility to their company and themselves, and be 
honest to the core. The auditors also must not only be well trained, but 
should possess a high degree of integrity. For no system, however well 
designed, can stand up indefinitely against the schemes of a dishonest 
mind. A good system will uncover wrong doing in time, but the best 
protection, in addition to the internal checks, is honest and upright per 
sonnel. 


An experience in our own company illustrates the importance of 
personnel. In this case our auditor was conducting a routine examination 
at one of our larger distributing stations. or bulk plants. One of his 
duties was to verify stocks. which he did by test checking. Part of the 
gasoline inventory taken up on the books as received was represented 
by several tank cars of gasoline. still on the siding, with their seals 
unbroken. For some unknown reason our auditor tapped the shell of one 
of the cars with a stick. and the sound was hollow. He then tried the 
other cars and got the same sound. Fortunately he said nothing but 
immediately telephoned his superior, and within an hour we had a com- 
plete crew of men take over all the positions in the plant. We discovered 
considerable embezzlement. Our system of internal check was good, but 
the reason it did not work here was that everybody, from the chief clerk 
to the warehousemen and drivers, was in collusion. Something like that 
is hard to handle; the inability of several of our personnel to withstand 
temptation made the peculations possible. As a result of this discovery, 
we completely revised our ingoing and outgoing checking systems, and 
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since then getting a load of product out of one of our plants is as hard 
as getting a man out of Alcatraz. Even at that, unless we have employees 
that can be trusted, the system may break down. 


I believe that every one engaged in business, particularly if the 
business is large or embraces many activities, has come to realize that 
internal auditing is really a method of control, and as such is a tool of 
management, operation and administration. Such control is exercised 
through the maintenance of budgets, standard cost systems. production 
schedules, cash receipts and expenditure procedures, and others. There 
is no part of operations that is not subject to some type of control having 
as its objective better management of processing, more efficient sales 
programs, better material handling procedures, more accurate records 
of assets, liabilities and earnings, and insurance to the fullest extent pos 
sible against collusion, fraud, dishonesty. and other human frailties. 
There is an ever widening gap between top leadership and the front 
lines of operation. and as business becomes more compiex the necessity 
for controls to aid in proper management becomes more obvious. There 
fore, a form of check independent of the line organizations has become 
increasingly important. 

This demand for a check on operations and for the establishment 
of systems that will provide an adequate check as well as help to insure 
the accuracy of the company’s records have led to recognition of internal 
auditing as the vehicle by which these objectives can be secured. With 
this recognition the place of the internal auditing staff has become very 
important. With its work both essentially protective and essentially 
constructive, I feel that the staff is a part of management control, with 
independence of action so as to make its decisions carry effectiveness 
I further feel that the nature of the work makes it essentially a function 
of accounting, and that the staff should consist of trained analytical 
accountants, forward-looking students of system, and accurate checkers 
of detail, all reporting to the comptroller or other chief accounting officer 
While immediate direction must come from someone. who I feel should 
be the comptroller, this need not, or at least should not. so restrict the 
activities so as to destroy the effectiveness of their independent studies 
and conclusions. 

What do internal check and internal auditing accomplish? It is 
recognized, for example, that the person receiving money should not 
make the bank deposit, and neither of the two should post the credit 
to the accounts receivable. Similarly, a clerk posting stock records should 
not fill requisitions; merchandise should be receipted for by someone 
other than the purchasing agent. the material receipt should be matched 


against the purchase order by someone else. the payment voucher pre 
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pared by another person, and the checks drawn by still another and 
finally signed by someone who had nothing to do with the transaction 
except to see that all the checking had been done in accordance with the 
established system before he signs it. There are countless examples of 
how proper checks and controls will save money, extra labor, and insure 
accuracy of the records and protection of the company’s assets. Some 
years ago we conducted a review of our system and concluded that we 
had a good one. Liquid stocks are controlled by pumping and receiving 
gauge tickets which are matched, thus developing any overages or 
shortages which require investigation. In our refinery all product move 
ments are recorded in what we call “pumping books” which form the 
basis for checking stock changes, as the movement from tank to tank is 
recorded from the gauge tickets. Just after we completed our study the 
McKesson Robbins scandal broke, which you may remember revealed 
several million dollars’ worth of non-existent inventory carried on the 
books as an asset. Then the public accountants who audit our accounts 
informed us that as a part of their balance sheet audit they felt required 
to check a large percentage of our crude inventories at our tank farms, 
as well as crude and product stocks at our refinery. We gave them 
authority to arrive at the various locations without any advance notice 
and make their own independent gauges of our tanks. This they did, 
then worked the transactions back to the close the previous month and 
checked the results against our inventory records. The records checked 
practically 100% correct, and you can imagine our pleasure when they 
told us so. By now, perhaps, someone has found a way to beat this sys 
tem; we never know. 


Besides being a good appraiser of such internal checks an internal 
auditor should be a good accountant, a good system man, and have a 
thorough knowledge of company policies and procedures. He should 
constantly review the operating, administrative and accounting con- 
trols to determine whether: 


1. The flow of work and records provide the best possible internal 
check at a reasonable cost. 


2. The records are being accurately maintained in accordance with 
instructions or manuals. 


3. Operating or processing controls are providing intelligent cost 
and operating comparative data. 


4. The information supplied within a department, and from one 
department to another, is inadequate or too voluminous, or 
whether it could be changed or eliminated entirely in the in- 
terest of improved operating efficiency. In other words, in some 
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cases he must decide whether or not the data secured justifies 
the expense of compiling it. 


| would like to summarize by simply reiterating what I have said 
and what I feel: 


1. The internal auditing organization must be composed of men 
of character, who are good accountants, keen analysts, and stud 
ents of human nature. 


to 


Internal auditing and control must be recognized as a tool of 

management, operation, and administration. 

3. The staff must be allowed to operate as an independent body, 
with no restrictions on “where they may tread.” 

4. Internal auditing is an important function of accounting, and 

should report to the chief accounting officer. 


1 am firmly convinced that an auditor has a wonderful opportunity 
to contribute to the successful and efficient operation of his company. 
However, it requires more than an auditing performance which, if not 
conducted with vision and vigilance, becomes a mere checking opera 
tion. The term “constructive accounting” has been overworked, and 
sometimes misunderstood, but it should be the keystone which supports 
the framework of the conduct of internal auditing. The auditor should 
look beyond the checking into the system itself; check the flow of work, 
the forms used, the type, character and objectives of the operation, and 
endeavor to save time, labor, and money in every portion of the busi 
ness with which he comes in contact. Then internal auditing will be 
conducted on a plane which entitles it to the highest recognition. 


The growth in scope of the practice of internal auditing indicates 
that this concept is being followed, as a result of which I feel that in 
ternal auditing has attained the dignity of a fine profession 


Think like a wise man but communicate in the language of the 
people. 


—WILLIAM BuTLER YEATS 








AUDITING FOR PARLIAMENT’ 


By ROBERT W. SELLAR, C.M.G 


Auditor-General of Canada, Ottawa, Ontario 


The historical background of governmental internal auditing 


throws considerable light on the origins and purposes of the profession. 


UBLIC administration is complex and ponderous and, like all large 

organizations, bedevilled by a mass of paper work, with every 
transaction regulated by Act of Parliament, regulation or constitutional 
usage. Public administration pivots on the use of checks and balances 
within organizations. One safeguard imposed by Parliament in 1931 
was to separate accounting and cheque issue from departmental control. 
Up till then payments were made by departmental bookkeeping units 
and abuses had developed. For example, in one department a situation 
existed where a particular vote was continuously so over-committed 
that suppliers took it for granted that they would not be paid for two 
years, and adjusted their prices accordingly. The change made in 1931 
was to vest the exclusive power of cheque issue in a comptroller of the 
treasury, and make it mandatory that, before a department made a con 
tract, it secure a certificate from the comptroller that funds were avail 
able to pay the account when presented for payment. The controller 
keeps all expenditure accounts and the volume of his activities may be 
illustrated by noting that in a normal year he issues over 35 million 


cheques. 


Part of the title of the Minister of Finance is Receiver General of 
Canada. Continuance of the words is a concession to ancient usage. The 
first legislation on the subject was during the reign of Henry VIII who, 
finding weddings expensive, ordered a check-up of his receivers general 
and discovered that some among them were using his tithes and levies 
to speculate in the wool market. To stop that, Parliament in 1542 


*Taken from a paper presented at a meeting of the Toronto Chapter of Tur 
INSTITUTE 


50 


Auditing for Parliament 51 


imposed a monthly penalty of 20% on each pound collected but not 
accounted for within three months. The breed was slow in mending its 
ways for as late as 1810 Parliament added to existing penalties a direc 
tion that every delinquent collector “shall be sentenced to be transported 


beyond the sea”’. 


In Canada, the first appointment was during the regime of Lord 
Dorchester. At that time. the cost of government was defrayed mainly 
from two sources: sales of crown lands and customs and money grants 
by the British Government. The Governor wished to employ a travelling 
inspector of accounts. Whitehall ruled that he should be selected by and 
report to London. Subsequent defalcations gradually brought the office 
under local supervision and by 1840 he was a recognized officer of the 
Crown enjoying Cabinet rank. The receiver general in Canada was 
therefore first an internal auditor, but ultimately the division between 
financial policy and administration was bridged by the creation of a 


Minister of Finance. 


Have you ever given thought to the reason why “audit”—a word 
bearing association with the sense of hearing—is used to describe exam 
inations of accounts? The usage stems from the Poor Law of 1601 which 
directed church wardens and overseers annually “to yield up to two 
justices a true and perfect account of all moneys received”. Few could 
read or write in those days. therefore it was an oral accounting made 
under oath with liability to imprisonment for perjury if a true story 
were not told. Thus. the first audits were in fact a hearing. and almost 
150 years were to pass before it was required that the accounts be pre 
sented to the justices in writing, and 40 years more before it was stipu 
lated that three persons, “respectable in character and fortune”, with 
one at least able to read and write, make a physical inspection of 


accounts. 


Until around 1850 there was no parliamentary audit of accounts 
in Canada and only since 1878 has an independent audit been required 
A government audit is made, among other reasons, in order to bring to 
light cases where direction of Parliament have either not been ob 
served or given novel application. Consequently, in the annual audit 


report all of the washing is put on the line. Some of it is small chaff, and 
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inclusion carries the risk that there will be those who regard the auditor 
general as big only in small things. On the other hand, communications 
| receive indicate that many Canadians, bewildered by totals running 
into billions, find satisfaction and accept the accounts with greater con 


fidence because the audit sifting is done with a fine mesh. 


A corporate auditor is surprised, perhaps distressed, if his full 
report to shareholders is made the subject of publicity. The Canadian 
Auditor General expects that his report will be bandied about in the 
newspapers, in the House of Commons and in the Public Accounts Com 
mittee. A shrewd observer of government in England once wrote that 
press publicity—good or critical—always caused flutterings in the 
dovecots of Whitehall and was the best means to bring about reforms 
quickly. I agree. Canadian newspapers seek to be fair and to avoid being 
dull. Editors and their parliamentary correspondents are men who can 
be trusted and their aim is to be impartial in the handling of news 
Moreover, the annual “trial by newspaper” affords departments a 
chance to state their side of the case, because what hindsight makes 
absurd may be not unreasonable when matched up with the situation 


which existed at the time the action was taken. 


Many assume that the Auditor General has a power to prohibit or 
disallow an expenditure, but that is not the case. He is directed to draw 
attention to any matter which in his opinion merits the consideration of 
Parliament. Therefore, his audit report is only a step in the parlia 
mentary audit. It has still to be scrutinized and tested by the House and, 


in particular, by the Public Accounts Committee. 


Sometimes I wonder about the growing use of statistics in public 
and commercial life, because too often they are regarded as proving 
something. rather than indicating a probability. Whenever one of my 


chaps produces a graph I think back to an experience when I was 
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comptroller of the treasury and instructed to pass upon all applications 
for additional telephones. No yardstick was provided, so the telephone 
company agreed that the switchboard girls—it was before dial phones 

would make a listing of all incoming and outgoing calls over a two 
weeks’ period. I studied the resulting statement and found that the 
average use was around 10 calls a day. The telephone people confirmed 
that the figure was in line with commercial use. I then showed the 
tabulation to the Minister of Finance who used it to point out how I 
should proceed: one phone with a single call a day should be transferred 
to an office where around 100 calls a day were recorded, etc. When he 
finished I gathered up the papers saying that action would be taken as 
soon as I had his instructions in writing, because I didn’t feel I had 
the power to take the telephone off the desk of the Chief Justice of the 
Supreme Court and place it in a Public Works office, particularly as the 
Department was considering taking out the existing phone, which was 
used by men calling to inquire if there were any snow shovelling jobs. 
The Deputy Minister never hired by phone so, in fact, was losing the 
time of the clerk who handled the calls. The Minister looked at me 
and ended the interview with the truism, “Figures don’t mean a thing 
unless you know what is behind them.”” When all is said, perhaps that 


best defines the purpose of a public audit 


There are thirty-thousand words in common use. and the average 
persons knows but ten-thousand 


S. STEPHENSON SMITH 








MANAGEMENT REPORTS’ 


By ELMER K. HIGLEY 


Controller, Public Service Company of Oklahoma 


In order to accomplish the best interests of a business enterprise, 
the efforts of the “managers” at all levels of responsibility must be 
coordinated and directed as a team. Coordination is accomplished by 
communication of information and ideas. 


In order to communicate information and ideas effectively, reports 
must be correctly timed, directed to the right people, and expressed so 
that they will be read, understood and acted upon. 


— from an economic point of view, may be described as the 
conversion of natural resources through productive activities to the 
benefit of customers. T’1is is accomplished by the application of physical 
and mental energy and the use of tools. Without customers no business 
can exist. Without customers there can be no employment of men. or 
money, or the tools which money can buy. Those charged with the 
management of business have the responsibility to treat fairly and 
equitably the three groups of individuals involved, the customer, the 
employee and the investor. This requires proper planning and proper 
control. The proper way means the best way considering the interest 
of all groups. On the surface these interests may appear differently but 
fundamentally, they are the same since a community of interest exists 
Differences do arise, however. because of misunderstandings, which in 
turn are due primarily to a failure of communication. The planning of 
management must be such as to resolve or at least minimize these dif 
ferences. 


Who is management? Often we think of management as either the 
directors or the officers of a company. But they are only a part of man 
agement. In many writings today we see this group referred to as “top 
management”. This reference in itself signifies there must be other 
layers of management. It is the department heads, the assistant depart 
ment heads and the various supervisors on down to the foremen. Each 
such head is managing a part of the company’s business, and more than 
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likely doing a better job at that particular spot than could be done by 
anyone in top management. It takes all these “managers” to manage 
the affairs of the company. Their efforts must be coordinated and 
directed to the accomplishment of the best interests of the enterprise 
How is this done? By reports; reports from one to another, up and down. 
over and across. Coordination is accomplished by communication. So, 
from this viewpoint, a report may be defined as a communication. 


Using the term management in this broad sense, “management 
reports” covers reports by management as well as reports to manage 
ment. Most of the literature I have read covers a written report from 
one in a lower echelon to one in a higher echelon. These reports are 
important but communications do not flow in just one direction; they 
radiate in all directions. Although all communications may not be re 
ports, all reports are communications. The Century Dictionary defines 
communication as “a document or message imparting views, informa 
tion, etc. . . an interchange of thoughts, opinions or information by 
speech, writing or signs”. 


TIMING 


A report. to be worthy of the name, must result in an interchange 
of thoughts and information. An incompleted forward pass isn’t a pass. 
is it? It must be completed, it must get through. So it is with your 
thoughts; they must get through. Have you ever written a report in 
which you marshalled your facts superbly, your English was exquisite, 
the format conformed to the current vogue, but alas, nothing happened? 
Possibly no one even read it. Can you call that a report? What did you 
communicate? You have had an academic exercise in composition of 
great magnitude and have put in a lot of hard work. Your feelings are 
hurt and if it were not for the wife and kiddies you would quit your job 
I know. I have been there. 


Let’s analyze this a minute. Was the report timed right? Was this 
the right time to introduce the new idea? Was there. something else more 
important ahead of it? The best plans anyone ever developed are only 
as good as the time of their introduction. Anyone making a report—aup, 
down, or across—must give consideration to the factor of timing. The 
identity of the person to whom the report is made determines what is 
the “right time”. It is one of the most important elements of a report 
A writing which fails to meet all the rules for a good report, or meets 
them badly, may turn out to be a communicative report after all and get 
a job done because it was timed right; whereas a good report. timed 


badly, may turn out to be no report at all 
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SALESMANSHIP 

I wish every college student majoring in accounting, before getting 
his degree, would be required to take a course in salesmanship. I don’t 
mean a superficial course but one really designed to inculcate the basic 
principles of selling ideas. We accountants are trained in the techniques 
of our profession and rightly so. Every man needs to know how to use 
the tools of his trade. However, the best carpenter, the best mechanic 
and the best accountant must have the ability to sell himself and his 
product. In order to write a good report we must be able to sell ideas. 


In the psychology of selling it is recognized that a sale actually 
takes place in the mind of the customer. The salesman is therefore 
vitally concerned with the state of mind, or the various states of mind, 
of the customer. So it is in reporting, written or oral, whether we are 
reporting facts, or trying to sell a new policy or a modification of an 
existing policy. In reporting facts we are selling our ability to marshall 
relevant material logically and effectively. Furthermore, business deals 
with quantities. ““To talk sense is to talk in quantities. It is no use saying 
the nation is large. How large? It is no use in saying that radium is 
scarce. How scarce? You cannot evade quantity,” says A. N. Whitehead 
in his book, “The Organization of Thought.” 

The wise salesman doesn’t, however, rest his case entirely on his 
knowledge or reading of the customer’s mind. That is his starting point. 
No amount of character reading, charm or any other of the many attri 
butes of good salesmanship will take the place of complete knowledge of 
the subject. If necessary, we can test our knowledge of our subject by 
practicing on one of our associates. If he is real helpful he will plague 
us with all kinds of questions, relevant, irrelevant and those designed 
simply to harass us. 

When we are face to face with our “customer” we won't try to 
impress him with our mastery of the subject. or to overawe him. If we 
don’t know the answers to his questions, we will say so, but assure him 
we will find out the answers. Furthermore, we will make our answers 
responsive to the questions. We won’t try to anticipate him or give him a 
five minute dissertation on the “why of this” or the “why of that” when 
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a straightforward “yes” or “no” is all that is necessary. In every report, 
written or oral, formal or informal, we are endeavoring to convey 
something to someone else—to sell something. A man left on third 
doesn’t count as a run. We have to get through. Furthermore, we don’t 
expect that we are going to get through every time. It is our batting 
average that counts. If you will recall Babe Ruth looked pretty silly 
when he struck out but does anyone ever hold that against him? No. 
He came through more times than he missed. 


SOME GOOD RULES 


Now let me repeat, in the light of the foregoing, some of the rules 
of good reporting. They may be grouped according to the elements of 
that oft-repeated poem of Kipling’s, 

“I have six honest serving men 
They taught me all I know 
Their names are What and Where and When 


and Who and Why and How.” 


“When”. This means timing. It covers the frequency of reports; 
whether annually, monthly, weekly or daily. Many problems arise in 
connection with deciding when a report should be made—even the idio 
syncrasies of the reporter and those of the recipient. For financial and 
operating matters the submission of “flash reports” to top management 
facilitates control and assists in the determination of broad policies. From 
the viewpoint of management, no report covering financial or operating 
facts is ever received ahead of time. Therefore, in order to expedite 
these reports pay close attention to details, to removal of road blocks, to 
coordination, to simplification of report forms and to methods of dupli 
cation. Reports that are made too often are time consuming and costly, 
those that are delayed are worthless, or practically so, and likewise 
costly. Moderation, balance and timing are necessary. The identity of 
the person who receives the report definitely affects the method of com- 
munication and what is included in the report, as well as when it is 
made. 

“Who”. Internal reports should follow the organizational lines of 
the business. Many times copies are sent to members of the management 
team, not because they have any direct responsibility for the matters 
reported on, but to advise and inform them. Such persons have a respons 
ibility to read the report and communicate back to the writer any con- 
structive ideas or suggestions they might have to improve the business 
enterprise—or the reporting. The success of any venture depends upon 
the strength of the team—its teampower. 


We should not rely exclusively on official titles or organization 
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charts to determine lines of authority and responsibility. Many times, 
maybe too often, these lines are artificial or theoretical. Business is 
dynamic; jobs and responsibilities are built around men, not titles. We 
should know these deviations and clearly understand the actual working 
relations in our particular company. Then we will communicate our 
ideas to those who are in a position to use them. 

“Where.” We may think the place of delivery, or where your report 
is to be delivered, has nothing to do with its preparation. But are we 
sure? Have we any control of it after it leaves our hands? It may travel 
far and it seems to me we should know, if at all possible, where our 
report is to be used so we may make it most effective at the point of 
its ultimate use. 


‘“How’’. When, where and to whom a report is to be submitted, quite 
obviously have a marked influence on “How” it shall be submitted. Shall 
it be written or oral, formal or informal, or merely by a sign. I have 
seen some of the most effective reports rendered by the expression on a 
man's face, the pitch of his voice or his nervous gestures. If any of us 
has something good to report we just can’t wait to pass it along. But let 
it be bad and we move at a snail's pace. I know of one executive who 
can “read” that kind of report long before it is delivered. It might be 
called “communication by silence”. It is the responsibility of the writer 
to find out “How” to prepare his report. The purposes to be gained must 
be known. Reports to governmental bodies and financial houses, audit 
reports, etc., take certain set forms. The format more or less follows a 
predetermined pattern. But, for many internal reports, timing is most 
important and the form of communication is secondary. 


“What”. In some books on the subject of reports to management 
this point is listed first. Usually, however, before we can be definite about 
“What” should be included in a report, such items as when shall it be 
given, to whom, where and how must first be decided. Each of these 
factors may well cause limitations on, or expansions of, the material to 
be included. It may have a direct effect on the order of marshalling the 
facts presented. Management activity, by and large, is a matter of deal 
ing with exceptions. This results in different things being emphasized at 
different times and accordingly different report treatment is called for. 


I believe that most reports are too detailed and the many facts are 
too loosely mashalled, if marshalled at all. The fault of many of us is a 
failure properly to distinguish fact from opinion. Then too, the author 
of a report should keep informed about the recipient’s requirements as 
to the extent of factual data he needs. 


If a report is addressed to an accountant, it may embody volumin 
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ous detail and include those big schedules that will bring him a glow 
of exhilaration. But when we are talking about reports to operating 
management we should remember what one executive said, “I want 
reports for operators’. He was not interested in reports for accountants 
We should try to place ourselves in his position. What would we want? 
We need not be afraid of being criticized for supplying too little. It is 
better than supplying too much. Why should the recipient have to edit 
our report? If in doubt about the amount of information wanted, we 
should ask! 


Eliminate unnecessary words. Can we improve on that masterful 
report in World War II of the air pilot who reported “Sighted sub, sank 
same”. Use words that mean the same to both the writer and the reader 
That is not easy. It means we must be constantly alert to find out what 
other folks think our words mean. We should not feel embarassed if we 
have to use the same word or phrase many times in a report. How does 
the reader know. for instance, that we mean the same thing when we 
say. “Income Statement” in one place, “Profit and Loss Statement” in 
another. and “Statement of Operations” in still another. Or do we mean 
the same thing? 


“Why”. The purpose of a report is to communicate; to communicate 
something not already known. What may be a communication in my 
company may be useless in yours. To say it another way, this problem 
of communication is a problem of understanding people; the problem 
of human relations. Each of us is different and cannot help but be 
influenced by the different working habits. associations and requirements 
of his job. The ability to fit the report to the individual, his habits, even 
his eccentricities will add immeasurably to its value. 

Mr. M. A. Moore in Postwar Reports for Executives says: “The 
finest report technique is wasted if the individual receiving the report 
cannot or will not utilize the data presented. The light must be held 
not so the accountant alone can see but so that the executive receiving 
the information can also see. Too often when reports are criticized the 
fault is not with the one receiving the report but with the accountant 
who prepared it.” 


INTERNAL AUDIT REPORTS 


In an article by Mr. Arthur Kent of Standard Oil Company of 
California, he indicated a strong distaste that internal auditing confine 
its activities exclusively to the verification of the “mathematics and 
accounting accuracy of the books and records”. He advocated that in 
ternal audits become “an analytical survey of business operations”. 
Routine verifications should be delegated to clerical personnel. This puts 
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a heavy burden on the internal auditor to obtain a working knowledge 
of actual operations and to cultivate the ability to work with and under 
stand management. He must adapt himself to the necessities of mana 
gerial controls. Messrs. C. E. Knoeppel and Edgar G. Seybold in their 
book on “Managing for Profit,” make this accusation of accountants 
and it may apply to some internal auditors: “Few accountants have 
crossed the line between accounting and engineering, while many engi- 
neers have jumped the fence between the two . . . accounting has attemp 
ted to put management in accounting strait jackets and then wonders 
why its work is not of greater value in being a positive force in the con 
duct of business—the chart and compass of business navigation. Execu- 
tives are not accountants, are afraid of accounting reports, and fear 
accounting mystery, and as a result accounting has not been the real 
interpreter of and to business that it should be. Unless it wakes up, 
becomes more progressive and embraces more territory, it will find that 
in the course of time it will be supplanted by an engineering procedure.” 


Many accountants and controllers are “waking up”. I understand 
that the internal audit staff of Deep Rock Oil Corp., under the urging 
of Mr. William H. Garbade, its president, audits for management beyond 
the so-called bookkeeping phases of the business. The audits include 
reports for the president and the vice-presidents in charge of the various 
departments. They cover production, refining, marketing and all the 
other phases of the company’s activities. The departmental examina 
tions are made for management and are conducted to determine whether 
the established policies and procedures are being followed, whether they 
are effective, and if they are not effective, what corrective steps are 
necessary. 

In order to meet this challenge, internal auditors must have an 
understanding of the broad economic and management phases of the 
business. This understanding goes far beyond the specialized knowledge 
of accounting techniques. It takes men with drive, initiative, curiosity, 
the ability to get along with people and an active interest in teampower. 
Moreover, it requires proficiency in reporting, both oral and written. 


The willow which bends to the tempest often escapes better than 
the oak which resists it. 


Sir Water Scorr. 
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HOW TO GET THE MOST OUT OF INTERNAL AUDITING 


By FRANK B. NICHOLSON 
Comptroller, Metropolitan Sand & Gravel Co. 


Editor’s Note: We had the good fortune to be present at the time 
Mr. Frank B. Nicholson addressed a class in Internal Auditing at the 
Graduate School of Business, Columbia University. His observations 
were so constructive and timely that it seemed as though we all should 
have the benefit of them. Hence, the following article 


NTERNAL AUDITING can present the greatest opportunity for men 
with ability to succeed in business. Internal auditing can offer busi 
ness many guideposts for future successful operations 


Let us try to develop first the individual’s viewpoint and to indicate 
some of those characteristics which make up that all embracing word 
ability. 

1. Mental Attitude 


2. Personality and Appearance 
3. Relationship with Others 

4. Inquisitiveness 

5. Knowledge 


6. Exploitation 
MENTAL ATTITUDE 


An individual’s mental attitude concerning the importance of his 
job, in the general scheme of things, has a substantial bearing upon his 
future horizons. The junior auditor faces a few years of very dull, mon 
otonous work. It is difficult to visualize, fresh out of school, with delu 
sions of grandeur, what earthly good can come from endless months of 
ticking off the cash book, scanning endorsements, recalculating time 
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cards, and preparing sundry schedules. I’m sure that no one reading this 
can state that such thoughts never consumed his entire being. Yes, our 
early experiences are undoubtedly quite alike. 


Some retain their original healthy and optimistic outlook and make 
progress, some quit, and still others resign themselves to a life of work 
horse drudgery because of their narrow approach to the problems at 
hand. They never learn that the pulse of business can be tapped through 
the vital and exciting figures passing through their hands daily. If you 
don’t believe that, for heaven’s sake move over and let in someone who 
does; you'll probably be far more successful in another field. Know and 
remember always that the internal auditor gathers intimate, invaluable 
experience concerning almost every phase of his company’s business and 
should be able to expand in time to a position of importance in manage 
ment. 


PERSONALITY, APPEARANCE AND RELATIONSHIP WITH OTHERS 

These attributes, when rated good or better, render their bearer 
the greatest assistance that one can obtain on the road to success. Even 
a super-genius without these attributes makes little progress when all 
else is even. A recent nationwide survey indicates that a far greater 
percentage of people lost their position due to lack of ability to get along 
with others than those released for lack of knowledge. These good traits 
can and must be highly developed if we wish to get the most out of 
internal auditing. The day you were interviewed your hair was well 
groomed, your clothes were pressed, your tie was not a walking billboard 
for the greasy spoon cafeteria. The cynics amongst us will cite cases 
where some very important men violate these principles. For every one 
of those there are a thousand important men who are meticulous. Why 
not play the percentage? 

When traveling about from department to department, office to 
office, plant to plant. your merchandise—you—is on display. Make the 
package attractive to both management and personnel on location and 
dividends will come in various forms. The personnel will volunteer 
information that would not be passed on to another type of auditor and 
they will cooperate in many other ways. Management too, generally, 
has more confidence in the auditor who inspires it, as indicated pre 


MR. FRANK B. NICHOLSON is Comptroller of the Metropolitan Sand & Gravel 
Corporation, New York. Prior to this connection he was, successively, Chief Auditor of 
Schenley Industries and Assistant Treasurer of the Blatz Brewing Company, a Schen 
ley subsidiary; and prior to that he was Chief Investigating Accountant on the staff 
of the Kings County District Attorney during the prosecution of “Murder Inc.” 

Mr. Nicholson is Secretary of the New York Chapter of Tue Institute; and 
he is, also, serving as Chairman of Tue Instrrute’s Committee on Internal Auditing 
Principles and Practices 
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viously. When vacancies occur they're available to this type of man, 
more frequently. 


INQUISITIVENESS 

Be inquisitive permanently, not only when you first take a job. 
but forever, no matter what high estate you attain. The auditor with a 
large bump of curiosity will outdistance the one who accepts things 
strictly on their face value. Don’t be afraid to look again and again at 
the same thing from different angles. Knowledge can be obtained by 
exposure to various circumstances. School work, meetings, reading and 
the like deposit in our minds an amazing variety of remembrances. A 
certain number of our fellow auditors realize that by struggling through 
a difficult apprenticeship they learn first what their predecessors already 
know, the fundamentals. They further help themselves by listening to 
others. When these basic points are covered they then are equipped to 
use their individual inborn intelligence to raise themselves up above the 
crowd. Our creator has been extremely liberal in supplying us with our 
intelligence bank; it’s a pity that so few checks are drawn on that 
account. 


KNOWLEDGE 


It’s not what you know; it’s how yeu use and display your knowl 
edge that counts. Of course, we must have patience and restraint, particu 
larly when in the embryonic stages. You don’t become a home run hitter 
overnight. Be content at first with a few singles. | think the most annoy 
ing incidents that occur in the various phases of business are those 
caused by conclusion jumpers. If 1 were permitted to give only one bit 
of advice to an ambitious auditor, it would be: “Don’t jump to conclu 
sions, prove your theory beyond all doubt.” So many otherwise good 
men, have that failing. Do your routine work soundly but don’t be 
overcome by it to the extent that you have no time to explore different 
channels. Your greatest opportunity lies in the discovery of unusual 
situations which present a fertile field for the exploitation of your knowl 


edge. 
EXPLOITATION 


Now that the side of the individual has been briefly examined, let 
us see what management can do to get the most out of internal auditing 
First of all, do we need internal auditing? Frankly, the question seems 
stupid to those of us in the field of auditing; however, many companies 
still look upon the internal auditing department as being overhead that 
they could do without. In times of stress they either eliminate it entirely 
or reduce it to such a point that its effectiveness vanishes. They would 
be better off to completely dispense with, rather than cripple, the depart 








64 The Internal Auditor 


ment. Surveys over the years indicate that in the well-run, good-sized 
corporations it takes one auditor per one thousand employees to cover 
the various functions properly. I do not know just when this rule of 
thumb comes into play. Many small firms could derive countless bene- 
fits from internal auditing even though the unit consist of but one per- 
son. Management, by having the auditing staff made up of the type of 
man that I described previously, has an option on material for potential 
supervisory and executive vacancies, already trained in their company’s 
business and well tested by the assignments completed. Why is it neces- 
sary to go outside an organization so frequently to fill good positions? 
I charge management with failure when, as general policy, they have 
to seek executive replacements from outside their organization. Natur- 
ally, the rapid growth of a business may exceed training programs. 
In that case, obviously, there is no choice. 


TRAINING 


The chief auditor is the key man in this training program. He must 
be an exceptional leader, organizer, salesman and diplomat. He must see 
to it that men are hired who can do the assignments today and yet grow 
in stature so that at the proper stage they can be transferred to a posi- 
tion of greater responsibility. I think management is best served by 
keeping the internal auditing department reasonably blended with ex 
perience and youth, the older members of the staff being either potential 
chief auditors, etc. or ready for the next call from another unit. 

Management can get the most out of internal auditing when they 
see to it that audit schedules, audit manuals, auditing time budgets and 
audit reports are in keeping with modern thinking. The aforementioned 
devices are the results of planning and experience. The idea of sendigg 
off workmen to do a job without previously planning the scope of the 
work, the time it should take barring emergencies, and the proper com 
plement of men, is as obsolete as the Stanley Steamer. Yet many, many 
treasurers and controllers are saddled with managements who refuse to 
see the benefits of modern internal auditing, not only from the ordinary 
policing routine, not only from the savings obtained through suggesting 
efficient methods, but from the much greater benefit—a reservoir of 
trained personnel. As a result of this blindness, understaffing is quite 
common. The most frequent complaint of management is that they do 
not have enough capable men to fill the gaps in their organizations. It’s 
up to you auditors to help them see the light. Why not? Who knows 
more about the company than you? The chief auditor can help his super- 
iors and himself by planning. He should prepare a formal schedule 
well in advance of the audits. covering the subjects to be audited, the 
length of time each will take and the number of men necessary to accom 
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plish the objectives. The audit manual should be available, so the finan 
cial executive may, if he wishes, review in detail the basic audit pro 
cedure. The schedule should encompass at least six months of auditing 
activities. To use the words of a favorite sales talk, “Plan your work and 
work your plan.” 


The cost of each job should be determined and compared to the bud 
get estimate. Explanations as to the reason for being under or over 
budget should be made by the chief auditor to the financial executive 
to whom he reports. 


Regularly scheduled meetings to review audit report findings and 
recommendations, as well as action taken to correct conditions should be 
presided over by the chief financial executive. If the audit report find- 
ings are also reviewed in the field, the home office meetings can be lim 
ited substantially to controversial issues. 


Audit reports should be accurate, brief and clear. I suggest that an 
itemized, keyed-off summary of findings, recommendations, and action 
taken, precede the main body of the formal report. This speeds up the 
review for all concerned and attention can be focused on important mat 
ters. Do not use schedules in your report to management if it is possible 
to avoid their use. 


QUESTION AND ANSWER 


(Question: 

Current literature has so over-extended the responsibilities of the 
internal auditor that he has become a jack-of-all trades. Should there not 
be some clear-cut delineation of his duties? 

This question was so interesting that we took the liberty of asking 
for opinion from the following gentlemen: 

Mr. Gordon R. Cornwell, Ford Motor Company, Dearborn, Michi 
gan. 

Mr. Donald E. Dooley, Weyerhaeuser Timber Company, Tacoma, 
Washington. 

Mr. G. T. Vanderbilt, Standard Oil Company of Ohio, Cleveland, 
Ohio. 

Editor’s Note: The Student’s Department is indebted to these gentle 
men and acknowledges its appreciation: their very interesting answers 
follow: 

Mr. Cornwell: 

If impressions have been gained from current literature that the 
internal auditor must be a jack-of-all trades, they are probably due to 
a misunderstanding of the real purpose underlying this literature, par 
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ticularly as it relates to the product of Tue InstrruTe and its member- 
ship. 

Tue INstirure is an outgrowth of the belief on the part of internal 
auditors that an organization was needed to develop the true professional 
status of internal auditing. As internal auditing often fails to achieve 
professional status because the real nature of the activity is not under- 
stood and its opportunities for serving management are not fully ex- 
ploited, a good share of Tue INstiruTe’s literary production has been 
directed toward the removal of this deficiency. This has caused a great 
many words to be written about internal auditing as “an aid to man 
agement” and as “an instrument of management control”, and both 
of these topics have featured the necessity of acquaintance on the part 
of the auditor with all phases of his company’s business. This emphasis 
on familiarity with all aspects of the business has probably given rise 
to the impression that the internal auditor must be a jack-of-all-trades, 
but this opinion is not shared generally and is not in accord with the pur 
pose underlying the literary efforts. It was never the intention of the 
authors to convey the impression that the internal auditor should know 
as much about the technical aspects of each activity under review as do 
those who actually carry on the work. Rather, it is necessary in gaining 
a true perspective of the literature to distinguish between that broad 
over-all knowledge which is sufficient for an objective appraisal of each 
activity and that detailed knowledge which is necessary for the success- 
ful carrying on of the day-to-day activity. 

It must also be realized that. in the literal sense, a jack-of-all-trades 
is generally recognized as a person who can do passable work at various 
jobs—in other words, a typical handy man. An auditor performing in 
this manner would probably be more concerned with the line functions 
of the business. rather than in the operation of a staff agency designed 
to implement the efforts of top management by furnishing specialized 
assistance and advice. If the advisory character of internal auditing is 
nullified by the assignment of the auditor to routine functions, then 
management has failed to appreciate the real value of the auditing ser 
vices. Under such conditions, it is conceivable that an auditor could be 
come a jack-of-all-trades, but this would be due not so much to the trend 
of current literature as to the failure of the auditor to convince manage 
ment as to the real value of internal auditing. 


It is felt that the “Statement of Responsibilities of the Internal Aud 
itor”, which was published by Tue Instrrure in 1947, fairly sets forth 
the broad-over-all duties of internal auditors. To go further and attemp/ 
to outline these duties in detail would present an almost impossible task. 
The duties of an internal auditor in a particular company depend so 
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much on what management says those duties shall be, that it would be 
difficult to prepare a uniform statement which could cover all situations. 


Mr. Dooley: 


This question puts one in mind of a political campaign wherein 
the speaker for each side weighs his effectiveness by the number of 
inferences he can slip into a question. I’m not convinced that current 
literature has over-extended the internal auditor's responsibilities nor 
that it alone can accomplish the feat. Any profession tends toward the 
composite of what its members think it ought to be. Current literature 
is the expression of intent of only a few who happen to be more vocal 
than the rest. It is the part of the iceberg which one can see above the 
surface. Just as the system of internal control is the one in effect in the 
plant—not the one so neatly described in the manual, so is internal 
auditing a set of principles and practices actually used every day—not 
the pressure-cooked material stored between assorted bindings. 


There must be discernible differences between the various pro- 
fessions or the term, internal auditor, is a fraud. If it does not represent 
something separate and apart from the jobs performed by the budget 
director, the systems man, etc., how can the internal auditor claim to 
be performing a service not already provided? So much for the preface, 
now let us deal directly with the question which certainly cannot be 
answed with a “yes” or a “no”. 

There have been. since the earliest beginnings of internal auditing, 
two important schools of thought regarding the profession. One school 
regards it as distinct. precise, specific and encompassing a set of rules and 
principles that can and should be spelled out in detail. It points to cer 
tain other professions where this has been done. The job of the controller 
has been spelled out, for example, in a set of duties promulgated by The 
Controllers’ Institute of America. The other school prefers to deal with 
responsibilities in the broader sense and favors setting forth more of the 
purposes and philosophy of internal auditing. This is the approach taken 
by the Research Committee of Tue INstrrute or INTERNAL AuprTors 
in drafting the Statement of the Responsibilities of the Internal Auditor. 


The opening sentence of the above-mentioned statement defines 
internal auditing as, “the independent appraisal activity within an or 
ganization for the review of the accounting, financial and other opera 
tions as a basis for protective and constructive service to management”’. 
Very naturally, anything that is to be broad enough to accomplish the 
foregoing objective in all industries cannot be hamstrung by a listing 
of the various types of responsibilities currently being assumed by all 
internal auditors. Nor can the job be accomplished by following the dic 
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tates of a committee drafting a complete list of all the responsibilities 
which it feels the internal auditor ought to assume. All professions tend 
to shade into some other profession just as the colors of the spectrum 
shade into each other. It is the mark of the well-informed professional 
man that he know and appreciate the limits of his profession. It is often 
the mark of a charlatan that he is guilty of encroachment upon other 
established professional fields. 


In closing it appears to be well to remember that any delineations 
of internal auditing must be compatible with trends in current practice; 
otherwise, it will be about as effective in its attempt to circumscribe 
internal auditing as the 18th Amendment was in accomplishing prohibi 
tion. 


Mr. Vanderbilt: 


The question raised is a very good one, and it has caused quite 
a lot of discussion and deliberation by many individuals who have been 
active in the field longer than I. The growth of business and the wide 
spread activities of many organizations, both functionally and geo 
graphically, certainly point to the need for an independent agency to 
appraise the effectiveness of established controls and procedures; the 
adherence to policies and the furtherance of the interests of the organiza 
tion. The organization structure, methods of operation and accepted tech- 
niques for administration vary so widely between types of businesses and 
sizes of organizations that no particular clear-cut delineation of duties 
will apply to any particular organization unless it was specifically de 
signed for that particular organization. 


A further complicating factor is the ability, capacity, training and 
experience of the individuals available to fill the particular position 
described by the specification. Theoretically the organization and each 
component part or position should be designed and responsibilities de 
tailed and delegated on a purely functional basis with no overlapping, 
conflict or need of supplementary assistance. In actual practice, it is fre- 
quently necessary to compromise and build the specification for the posi 
tion to fit an individual who is available. Having done that, to arrange 
for training and development to broaden the individual so he can be 
given the desired responsibilities as he develops. In other instances, the 
ideal specification is held as a goal for future use and steps taken to pro- 
cure and develop an individual with capacity to handle the assignment 
when the next opportunity presents itself. 


The Research Committee and the Board of Directors of Tur Instt- 
TUTE OF INTERNAL Auoprtors have spent considerable time, thought and 
energy on this problem. They realize the difficulties present in trying 
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to spell out specific clear-cut delineation of the duties of any individual 
as 
1. they are not in possession of the facts needed to do so effectively; 


2. they are seldom exactly the same in any two organizations. 


They have, however, catalogued the general areas in which an 
objective, imaginative individual, who is trained and experienced in 
the auditing function and in the administrative techniques used in his 
organization, can be of service to that organization. This description of 
the general areas of service has been released by Tue INstiTuTE as a 
“Statement of the Responsibilities of the Internal Auditor.” The state- 
ment is a very valuable guide to any organization for use in preparing 
a detailed, clear-cut delineation of the duties of the Internal Auditor for 
that particular organization. In the Foreword, the statement specifically 
points out that it is subject to such further modification in the future 
as may be warranted in the light of mew conditions and needs and 
through further development in the professional stature of the internal 
auditor. 


In considering the statement that the internal auditor has become 
a jack-of-all-trades, the requirement for an intelligent, useful audit 
should receive attention. What does management need for objective 
review of the report detailing the findings resulting from an audit? Is it 
sufficient to merely know that footings, calculations and entries are cor 
rect from a financial or accounting standpoint; that material, property, 
etc. described is actually on hand? That is very necessary but it is only 
a part of the picture. If you were reviewing the report, wouldn’t you 
also like to have an independent viewpoint on the effect of adherence 
to policies, alternate courses of action or effectiveness of controls if 
given by a qualified objective individual. If you have men available or 
can develop them, isn’t it better to have one qualified individual review 
and report on the complete activity than to have one review and report 
on the figure work and others on the other phases? Wouldn't a report 
of that kind be more valuable to you? If the scope of review desired is 
too broad to normally expect one individual to report objectively, teams 
including specialists can be developed and used effectively and econom 
ically in many organizations. 


Accordingly, it is my conclusion that there is no one clear-cut 
description of duties for an internal auditor for an organization. 


Each organization must build its own description, basing that 
description on the requirements of management, the size of the organ- 
ization and the talents, training and capacity of the individuals presently 
available or procurable 
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The description should be in general conformity to the “Statement 
of the Responsibilities of the Internal Auditor” which was prepared by 
the Research Committee and approved by the Board of Directors of Tue 
InstiTuTE. In doing this, however, the needs of the particular organiza- 
tion must be considered to limit or expand the delegating of responsibili- 
ties. 

If this is done, the organization will have a useful guide in evaluat- 
ing the services rendered, and the individual responsible for the function 
will have a clearly defined objective and basis for personal evaluation 
of his activities and the organization he developed to accomplish the 
objective. 





CASE PROBLEM IN CONSIGNED STOCKS 
GUSHER OIL COMPANY — RIGOLETTO SOAP COMPANY 


Both the Gusher Oil Company and the Rigoletto Soap Company 
have considerable inventory values in consigned merchandise that is 
carried by distributors—to be paid for after the merchandise is sold. The 
differences between the companies are as follows: 


GUSHER OIL COMPANY 

The distributors of the Gusher Oil Company are comparatively few 
in number, as they handle the sale of the company’s products over an 
assigned area specified in the distributor’s contract with the oil com- 
pany. The value of merchandise in the hands of any one distributor 
may be as much as $40,000. Control over these stocks is through indi- 
vidual accounts with each distributor, that are charged with the cost 
price of shipments, which are made upon order from the distributor. 

Contract arrangements with distributors require the rendition of 
a daily summary of sales, showing quantity and value. On the basis of 
these reports, the distributor’s consignment account is credited. (Descrip- 
tion of the other accounting features relating to the distributor’s report is 
not given, because this problem is not concerned with them). 


RIGOLETTO SOAP COMPANY 

The Rigoletto Soap Company is introducing a new product. 
“Scrub-O”, in a test territory. An intensive advertising and sales pro- 
motion campaign is a feature of this expansion of the product line. The 
company is naturally concerned to see that all retail outlets have a stock 
of “Scrub-O” on hand, so that it will be available when consumers wish 
to buy it. Retailers are naturally somewhat reluctant to invest heavily in 
purchases of the new product until they are satisfied as to the sales 
potential. 
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The soap company therefore offers to place a stock of “Scrub-O” 
on consignment with any retailer who does not wish to purchase an 
initial stock. Consignment agreements provide that payment will be 
made after thirty days for all “Scrub-O” sold and that merchandise on 
hand at the expiration of the period will be returned or paid for. 





While both companies show substantial values as consigned on their 
books, there will be very different treatment of values of these consigned 
stocks in the internal audit program. Outline the essentials to be covered 
for each, and develop the reasons why different procedure is required. 


COMMENTS AND SOLUTION OF CASE PROBLEM 


The reason for different treatment should be evident from the 
description. The custodians of the oil company are individually respon- 
sible for large values. Moreover, there is continual in-and-out movement 
of merchandise, with consequent opportunity for reporting of fraudulent 
transactions or inventories. 


The internal audit of the consigned stocks of the oil company dis- 
tributors must include a complete physical inventory of stock on hand 
with the customary attention to shipments and returns in transit. As 
examples of items to watch, a distributor might report that a return of 
a sale was in transit from a customer, or be holding in his inventory 
products which have been reported as sold but have not been delivered. 
The exposure to loss is considerable. and the internal audit must be care 
ful and complete. 


By contrast, the value of consigned merchandise of the soap com- 
pany is distributed in comparatively small amounts over a large num- 
ber of accounts. Moreover, there is a definite settlement date when each 
consignment must be closed out. As a result, the attention of the internal 
auditor will be focused on the settlements, rather than the consignments 
themselves. The amounts on consignment with each retailer may well 
be handled as regular accounts receivable, and audited on a test-check 
basis. While a retailer may sell the merchandise and not remit according 
to schedule, he may do the same with any other purchase which is not 
paid for at the time of delivery. 


A major factor of the audit will be the accounting treatment of 
these consigned sales. If the plan is to credit sales at time of shipment 
and then to charge sales with the value of returns when the consign- 
ments are closed out, there could be a considerable distortion from one 
accounting period to the next. The alternative procedure, of booking 
actual sales when consignments are closed out would introduce a reverse 
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distortion. A plan under which an estimated return amount would be 
set up at the close of the accounting period might well be explored, as a 


means of having the accounting figures present a picture which will be 
approximately correct. 


In brief, the oil company internal audit is concerned with verifica- 
tion of book values of consigned merchandise. As sales are currently re- 
ported, there is no problem of accounting treatment. The soap company 
internal audit is concerned with consignments only to ascertain that 
they are bona fide; this determination is required in case of sales to any 
account. There must be consideration of accounting treatment, and 


appraisal of the adequacy of the method of showing sales on records and 
reports. 


Eprror’s Nore: Because of lack of space, the auditing check list is being 
omitted in this issue. 





Accuracy of statement is one of the first elements of truth; inac 


curacy is a near kin to falsehood. 


-Tyron Epwarps 


ARTICLES OF INTEREST 


TO INTERNAL AUDITORS 


BRUNO VOLLPRECHT, Assistant Editor, directs 
attention to the following Articles of Interest 


Subject: Internal Auditing: Management Acceptance-Bibliography 


Part |I—Addresses Presented At The Tenth Annual Conference of 
The Institute of Internal Auditors, New York, N. Y. 


Part I|—Bibliography of Internal Auditing 


Published by The Institute of Internal Auditors, New York, N. Y. 


At the annual conference held by Tue Instirute or INTERNAI 
Aupirors, October 15-16, 1951, in New York City, the following 
technical papers were presented: 
Some Aspects of Managerial Auditing 
C. R. Jolly 
Question Box — Panel 
J. B. Parker, F. J. Rugen, A. E. Hald, W. Rankin 
Management’s Problems Today 
H. C. R. Ramsey 
Audit of the Personnel Function 
H. C. Moore 
Audit of Insurance 
F. E. Walker 
Internal Auditing—An Unusual Approach 
E. D. Flaherty 
Audit of Methods and Procedures 
K. N. Cervin 
Audit of Advertising 
M. R. Mertens 
Internal Auditing Problems of Financial Organizations 
P. E. Tierney 
Black Ink, Trucks and You 
J. V. Doll 
How The Internal Auditor May Better Assist the Financial 
Executive 
W. A. Walker 
Observations By The Public Accountant On the Growth and 
Value of Internal Auditing 
H. W. Scott 
How Management Can Serve Internal Auditing 
W. H. Garbade 
The wide scope of the above timely topics attests to the increasing 
responsibilities and duties of the internal auditor. The technical 
papers are presented from the view point of the internal auditor; 
they emphasize the internal auditor’s role in the auditing of both the 
accounting and non-accounting functions; and they illustrate the 
internal auditor’s breadth of interest in his company’s activities 
and functions 


I 


Part II of this volume comprises a bibliography of internal auditing 
literature. Material listed includes text books and articles in period 
icals which deal with the subject of internal auditing. References are 
classified alphabetically by subject and by author 

(225 Pages—Price $3.50 
Note: The Bibliography (Part II of the above) has been printed 
separately and single copies are available at $1.50 per copy 
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Subject: How F.B.I. Accountant-Investigators Use Auditing Techniques to 
Track Down Criminals 


By: LEE R. PENNINGTON, Inspector, Federal Bureau of Investigation 
Published in The Journal of Accountancy, April, 1952 


In his introductory remarks on the accounting investigations con 
ducted by the FBI, Mr. Pennington, an inspector with the Bureau, 
states that in the bureau there are 6400 agents of which total approx 
imately 660 are accountants engaged in strictly accounting investi- 
gations. The cases of interest to the FBI are those in which there are 
indications of fraudulent violations of the National Bankruptcy Act. 
violations of the Contract Settlement Act and the Renegotiation Act, 
and mail frauds. FBI accounting investigations have increased con 
siderably in the last five years as an indirect result of increased 
wartime activities of the Federal government. 


At the outset, the author gives the details of several bankrupt cases 
to illustrate the little that the FBI has to work with when called in 
on a case. Very often they have to reconstruct the books and records 
of a bankrupt company in order to establish the facts. In one in- 
stance, there were no books of record; in another, records were in 
complete and missing; in still another, the books were doctored. It 
is a type of accounting investigation which calls for ingenuity and 
imagination upon the part of the accountant. Bits of information 
will be revealed to him through examination of collateral records, 
questioning and interviewing of suspected parties; and, finally, he 
will have to put the pieces together, like a jig-saw puzzle, in order 
to complete the picture. 


FBI accountants are often requested by the Assistant Attorney 
General to investigate Court of Claims cases wherein the govern 
ment is sued by a contractor, or sub-contractor. The court hears the 
case but there may be items of controversy. When such arise the 
FBI will look into the accounting phases if the amounts are open to 
question. FBI agents will examine business records supporting alle 
gations in the complaint: claims for increased costs and additional 
expenses beyond contract terms will be checked in order to estab 
lish their validity. Such investigations upon the part of FBI account- 
ant-investigators save the government millions of dollars each year. 
A second type of case where the FBI may be requested to investigate 
involves fraudulent war contracts. The author relates the details of 
an ingenious scheme to defraud involving two civilian employees of 
the Army Air Forces who set up fictitious purchase orders totalling 
over $200,000. and issued in the names of eight fictitious companies 
He describes the plan of the conspirators and the collusion necessary 
to carry out the fraudulent scheme. 


Lastly, the author deals with bank defalcations. He describes the 
nature of some of the embezzlements that have come to the know] 
edge of the FBI, especially those where irregularities in banking 
practices are evident. Bank losses caused by check kiting and by em 
ployees approving unauthorized loans are frequently causes. From 
the files of the FBI, he selects a case where a bank officer engaged 
in a scheme involving manipulations of bank accounts to cover his 
own personal stock losses 


In this revealing article. Mr. Pennington tells of one of the less pub- 
licized activities of the FBI. He describes how the FBI accountant- 
investigator. trained in accounting and auditing techniques, operates 
when called in on a case. The extension of accounting techniques 
into this field of criminology is of interest to all members of the 
accounting and auditing profession 
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Subject: Reaching Out in Management 


By: WILLIAM B. GIVEN, JR., Chairman of the Board, American Brake 
Shoe Co. 


Published in the Harvard Business Review, March-April 1952 


In this paper, of interest to all management people. Mr. Given, a 
senior company executive, describes a unique but effective policy of 
executive development, adopted and practiced successfully in his own 
company. He calls it, for lack of a better term, a reaching out type 
of philosophy of management wherein management makes a con 
scious and a continuous effort to develap people in its own company 
ranks in order to bring out the best in people for the mutual benefit 
of employer and employee. Such a policy practiced continuously 
rather than periodically has helped to solve his company’s problem 
of getting good people into the company ranks. 


Before describing his own company’s policy the author discusses in 
general terms the great need for a company program of executive 
development, the risks that are run by a company without one, and 
the benefits that will accrue when such a program is put into prac 
tice. He stresses, above all, the fact that executive development must 
be a continuous effort; it cannot be put off until it is too late; it is a 
long-range program; and it will cost money. He enumerates the 
principles of executive development together with their psycholog 
ical effects upon personnel and he illustrates them by relating per 
tinent experiences taking place within his own company. He des 
cribes fully the concept behind what he calls “bottom-up” manage 
ment which when put into practice encourages company personnel 
of all ranks to give expression to ideas they may have for improve 
ments, with management assurance that such ideas will be at least 
tried out even at the risk of their being costly mistakes 


Continuing, the author discusses in detail how management's reach 
ing out down the line works in practice. Basic to the plan, the author 
contends, is to get people interested in areas of the business other 
than those in which they work. This is one way of getting people 
to make contributions in the way of suggestions and criticisms. It 
has also the further possibility of bringing forth talents of people 
which otherwise might remain undisclosed. He illustrates this phil 
osophy in action with happenings in his own company; and he cites 
the opportunities open to, for example, members of the accounting 
department who are in a good position to contribute to the wider use 
of the figures they come up with. He admits that when a member 
of one department invades the bailiwick of another with suggestions 
and criticisms, there may be some ill feelings. This can be overcome. 
he contends. when company personnel have been fully indoctrin 
ated and when such a way of doing things is encouraged and sup 
ported by management 


Next, the efforts of management to encourage people to give expres 
sion to their ideas are fully discussed as are the techniques used to 
accomplish program objectives. Examples of the program in action. 
taken from the author’s own company, help to clarify the author’s 
main points 


In this stimulating article. the author presents a unique company 
program which has for its purpose the development of potential 
executives. He discusses in an interesting manner how his reaching 
out type of management philosophy works in practice and how well 
it has worked in his own company 
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Subject: Past, Present and Future Costs Have Different Uses 


By: JOHN G. LARSON, Assistant Manager, Ernst & Ernst, Seattle, 
Washington 


Published in the N.A.C.A. Bulletin, February 1952, Section 


In this article, the author shows how past, present and future costs 
serve specific purposes for management. While all three are mutu 
ally related, it is the author’s contention that they can be differenti 
ated according to the uses each is put. 


Mr. Larson, at the outset, discusses the economic factors which tend 
to distort accounting processes and the significance of figures. Two 
important conditions today are: one, the unreliability of the dollar 
as a constant; and two, emphasis on defense production. For these 
reasons and varying factors, an approach to costs which gives consid 
eration to their uses is particularly necessary. The author's three 
fold classification of costs is as follows: 

1. Future Costs—planning for costs in relation to sales policies 

2. Present Costs—control of operating costs. 

3. Past Costs—determination of annual profits. 


Continuing, the author undertakes to show how cost accounting data 
is used in the planning activities of a company. He describes the 
planning functions of one company including the detailed steps taken 

in preparing operating and financial budgets. These planning activi 
ties require the services of the company’s cost accountants and the 
author describes how accounting records are coordinated with the 
budget data. 


Next, the author discusses the use of costs for control. Here, reports 
interpreting operating costs in relation to planned costs are neces 
sary. Variances from budgeted levels for operating costs must be 
noted and their causes explained. Non-operating costs such as distri 
bution and administrative costs can likewise be controlled by com 
paring actual with budgeted figures. Also, cost accounting data can 
be used in solving other business problems such as: whether to rent 
space or to build; whether to rent trucks or to purchase own equip 
ment, etc. 


Under his third and last classification, past costs, the author dis- 
cusses the uses of costs in profit determination. Here, the main prob 
lem is centered in the proper allocation of manufacturing costs. The 
author describes first the conventional costing methods and, then, 
the “Lifo” method for inventory valuation. Some of the ramifica 
tions of each method used are described together with their effects 
upon profit determination. Problems attendant to these methods 
are also brought out and the possible use of supplementary state 
ments is suggested. 


In conclusion, the author points up the fact that the problems he 
has discussed are a challenge to cost accountants. Cost accounting 
data interpreted in terms of future, present, and past needs can 
supply much information to a company’s planning phase of opera 
tions 


Subject: Significance of Invested Cost 
By: A. C. LITTLETON, University of Illinois 
Published in The Accounting Review, April 1952 


In this timely article, Mr. Littleton re-examines the accounting con- 
cept of invested cost (historical costs). He defends the accounting 
methodology presently in use on the grounds of the function it 
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serves; and at the same time, he questions the wisdom of modifying 
present accounting methods in order to reflect changing economic 
conditions. 


At the outset, the author states that he is as sympathetic as anyone 
to attempts to make accounting data more serviceable. He wonders 
though whether the modification in accounting methods as advocated 
by some critics, would help to arrest the inflationary spiral and 
whether it is wise in the long run to change present accounting tech 
niques of income reporting in order to reflect changing price levels 
It is his contention that such changes. as for example the use of index 
numbers in ledger accounts, would introduce a subjective element 
The author reminds the reader that the function of accounting is 
still to provide management with data about past transactions (in- 
vested cost), all of which helps management in making decisions and 
in conducting future business. Furthermore, the accounting concept 
of historical costs has withstood the test of time. Invested cost, 
objectively determined, has influenced managerial decisions, and the 
uses to which it has been put have contributed to the growth of 
the science of modern business management 


Rather than changing present accounting methods which according 
to the author’s thinking. is not progress at all, it would be much bet 
ter to develop new techniques in preparing supplementary analysis 
of data presented in current financial statements. Such analysis 
might well reflect the impact of changing economic conditions upon 
a business enterprise. Such analysis would be of interest and of value 
to management and investors 


Continuing. the author draws a comparison between economics and 
accountancy; and in so doing he amplifies the distinguishing char 

acteristics in so far as they are related to ideas of proposed changes in 
accounting methodology. He stresses the “practicable” aspect of 
accountancy and how our knowledge of accounting has grown out of 
experience. He compares this with the “theoretical” reasoning aspect 
of economics. He points up the fact that accountancy is a very prac 

ticable art; and if there should be introduced the changes which some 
people advocate. it may well lose its objectivity 


Lastly. the author discusses in the light of the functions and the 
obligations of accounting. the concept which envelopes the term, 
invested cost. He emphasizes its appropriateness, its implications 
and the wider meaning of “accounting for invested cost”. The rela 
tionship of cost and value is also touched upon 


In this thought-provoking article. Prof. Littleton has dealt with the 
principles of the concept of historical costs. He has endeavored to 
show that this accounting concept has rendered services to manage 
ment and has rendered them well 


Subject: Standard Time Data For Clerical Performance Standards 
By: PAUL B. MULLIGAN, Partner: Paul B. Mulligan & Co., New York 
Published in The Controller, April 1952 


In a paper presented at the Annual Meeting of the Systems and Pro 
cedures Association of America, Mr. Mulligan reviews the progress 
made in the field of Scientific Management since the pioneering days 
of Frederick Taylor; he stresses particularly the extension of scien 
tific management principles to the measuring of clerical perform- 
ance and office work. Preliminary to his main discussion, the author 
quotes directly from the writings of Frederick Taylor to illustrate 
the specific aims of the scientific management concept. He traces 
the rise of American industrial production since 1860; and he be 
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lieves that the wide acceptance of Scientific Management by industry 
has been a contributing factor in the increased industrial output. 
Mr. Mulligan recognizes management's problem of mounting clerical 
costs. He states that since 1900 the number of office workers has 
increased at a rate of 475% faster than that of factory workers. 
Management is concerned about this problem and the introduction 
of scientific shop methods will contribute to its solution. 


Continuing, the author discusses the principles of work simplifica 
tion and work measurement when applied to office tasks. He describes 
a particular time study that was made of an individual operating a 
desk model Monroe Calculator. He shows how this particular task 
was broken down into several elements and how each element was 
timed. From the results of this study and others a standard time 
data for the job was developed. 


Mr. Mulligan gives consideration next to micromotion study as a 
form of work measurement. This procedure calls for the motion 
picture filming of an individual at work on a specific office task, the 
test example being an office machine operator. The resulting film 
can be run slowly making possible the obtaining of more accurate 
data than can be obtained in time study procedures where a stop 
watch is used. The disadvantage of micromotion study lies, of course. 
in the expense involved. 


Lastly, the author emphasizes the need for “engineered” perform 
ance standards as essential to office work measurement. The develop 
ment of “yardsticks” of performance by averaging clerical output 
over a period of time, the author contends, does not complete the job 
of work measurement. “Engineered” performance standards should 
be established for the job and should be used as a guide to what 
can be produced 


Subject: A Plan for Better Written Procedures 


By: M. F. T. ALLSMAN, Assistant Director, Office Methods Division, 
Department of the Navy, Washington, D. C. 


Published in The Office, February 1952 


In his introduction, Mr. Allsman points up the fact that with the 
growth in size and complexity of a business the need for written 
instructions and statements of policy becomes paramount. As a com 
pany’s operations increase, both in number and in volume, new pro 
cedures must be added and the old ones must be either changed o1 
revised. In this process, the author contends, the systems of issuing 
procedures or directives have not been improved to the extent that 
operations, methods, and products have been improved 


To illustrate, the author cites and explains the following weaknesses 
common to many systems of procedures in existence today 


1. Too much material is issued to subordinate groups which 
does not relate to the operations carried out by specific 
groups. 


to 


A mass of material received at a subordinate point is issued 

in various systems without any means of cross reference or 

provision for interfiling by subject. 

3. Directives are not examined periodically to bring them 
up-to-date. 

+4. Many existing systems employ methods of making changes 

and revisions reminiscent of the 1890's. 


Continuing, Mr. Allsman describes some of the out-of-date systems 
still in use and he suggests how they can be improved upon so that 
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responsible employees are provided wi’’: a guide to the company’s 
directives. An adequate system should have the following general 
provisions: ease and speed of use; controls to eliminate duplications, 
overlappings and possibilities of misinterpretations; and, from the 
standpoint of management, flexibility. 


Lastly, the author lists specifically the elements of a comprehensive 
and adequate system of procedures. The characteristics of such a 
system are explained in detail and aids to increase its flexibility are 
given. 


Subject: NABAC Manual on Bank Accounting, Auditing and Operation 


Compiled and Published by The National Association of Bank 
Auditors and Comptrollers 


This volume, compiled by members of the association, is a revised 
and an enlarged text of the 1943 edition; it contains valuable infor 
mation on the changes and advancements made in the field of bank 
accounting, bank auditing. and bank operations .It is a thorough and 
comprehensive treatment of the subject, designed mainly to meet 
the need for improved accounting and control methods of banking 
operations. 


There are five sections to the manual, each section having an index 
for easy reference. Subjects included in the first section cover the 
following: maintenance of essential bank records; accounting for 
assets, liabilities, and capital accounts; methods of accounting for 
earnings and expenses; reserve accounting; cash and accrual account 
ing; safe deposit and safekeeping operations; internal safeguards; 
examinations by directors; and management reports. The second 
section deals with procedures for bank auditing and the three re 
maining sections give consideration to such bank operations as 
direct verification; the filing. storage and destruction of bank rex 
ords; and the subject of insurance and surety bonds 


Illustrative material including indices are used to supplement the 
text. 
289 Pages—Price $7.50) 


No habit has any real hold on you other than the hold you have 
on it. 


~GARDNER HUNTING 








REPORT OF RESULTS OF 1950-51 SURVEY 
OF INTERNAL AUDITING 


FOREWORD 


N the following pages are tabulated further results of the Survey of 

Internal Auditing which was distributed to our members and 
to a selected group of companies not presently represented in THE 
INSTITUTE. 

The tabulations cover surveys received from 18 banks, 14 insurance 
companies, 20 manufacturers of drugs and chemicals, 15 companies in 
the mining and metals industries, 15 manufacturers of machinery, parts 
and equipment, and 22 companies classified as miscellaneous manufac- 
turing. In total, the 104 companies included in this report have 1.897.294 
employees and 1,710 internal auditors who cover 10.206 audit locations 


Future plans call for tabulation of the remainder of the industries 
and further reports to our membership. Partly because of this, it was 
deemed advisable to withhold any comment on any particular matters 
revealed by the survey results and to take no position as to preferred 
practice until the tabulations can be finally completed and further 
analyzed. 


In examining the results and in comparing them with the questions 

#f the original Survey. there are a number of factors that should be 
remembered 

1. The question numbers that are shown in the results are those 

which were shown in the survey forms. Missing numbers rep 


resent questions that did not lend themselves to summarization 


to 


The results are a straight tabulation of reported information 
3. The results show only definite answers. Where questions were 
not applicable or were not answered, there is no entry in the 
final tabulated results. This will explain why the total number 
of answers in some cases is less than the total number of report 
ing companies. 
+. No tabulation or summary of salary information is given and 
this will not be published in the future. This information was 
submitted with the understanding that it was only for the con 
fidential use of Tu& INstiruTe. 
Committee on Internal Auditing 
Principles and Practices 


80 
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SURVEY OF INTERNAL AUDITING 
INDUSTRY INFORMATION 


BANKS 
Range of employees 
100 to 601 to 1001 to 2001 to 
600 1000 2000 15000 
Companies reporting (18) 3 + 5 6 
Total employees 817 2930 6315 29473 
Separate accounting units 0 89 9 104 
Treasury and accounting employees INAPPLICABLE 
Internal auditors 19 74 108 261 
Ratio of auditors to: 
Total employees 1 to 43 «1 to 9 ito 58 1 to 112 
Treasury and accounting employees INAPPLICABLE 
Manufacturing plants “s ” 
Distributing warehouses . 
Sales offices “ oo 
Branches 0 19 100 305 
Other audit locations 0 96 ~ 129 


INSURANCE 


Range of employees 


300 to 901 to 2001 to over 
900 2000 7000 7000 
Companies reporting (14 6 + 3 1 
Total employees 3741 +730 10789 +4000 
Separate accounting units 344 65 1401 1387 
Treasury and accounting employees 748 1850 1650 35600 
Internal auditors 36 22 57 81 
Ratio of auditors to: 
Total employees 1 to 104 1 to 215 1 to 189 1 to 543 
Treasury and accounting employees 1to 20 1to 84 ito 29 I1to 440 
Manufacturing plants INAPPLICABLI 
Distributing warehouses _ . 
Sales offices and correspondents 319 167 2047 1384 
Branches 91 58 203 0 
Other audit locations 9 0 3 3 


DRUGS AND CHEMICALS 


Range of employee 


100 to 2001 to 3201 to 5501 to 

2000 3200 5500 10000 
*Companies reporting (20) 5 t + 6 
Total employees 4150 11300 16850 +8200 
Separate accounting units 14 20 8 182 
Treasury and accounting employees 372 922 Incomplete 2943 

Internal auditors 15 15 0) 3 

Ratio of auditors to: 

Total employees 1 to 277 1to 753 1to 421 1 to 1554 
Treasury and accounting employees 1 to 2 1 to 61 Incomplete lto 9% 
Manufacturing plants 7 30 58 80 
Distributing warehouses 5 37 8 115 
Sales offices 18 28 69 52 
Other audit locations + 1 10 A 


*No statistics available from one company 
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INDUSTRY INFORMATION—{Cont'd) 
MINING AND METALS 


Range of employees 


900 to 3901 to 7501 to 
3900 7500 25000 
*Companies reporting (15) 3 + 3 
Total employees 3800 20600 45000 
Separate accounting units 6 21 54 
Treasury and accounting employees 166 +17 1647 
Internal auditors 6 14 28 
Ratio of auditors to: 
Total employees 1 to 633 +1 to 1470 1 to 1607 
Treasury and accounting employees 1to 28 ito 29 lto 58 
Manufacturing plants 8 15 55 
Distributing warehouses 9 18 25 
Sales offices 10 23 77 
Branches 2 if 24 
Other audit locations 2 8 8 
MACHINERY, PARTS & EQUIPMENT 
Range of employees 
500 to 4501 to 13001 to 
4500 13000 29000 
Companies reporting (15) 4 6 2 
Total employees 9875 50900 54500 
Separate accounting units 9 104 12 
Treasury and accounting employees 257 2700 1425 
Internal auditors 8 40) 35 
Ratio of auditors to: 
Total employees 1 to 1234 1 to 1272 1 to 1557 
Treasury and accounting employees 1 to 32 1to 67 1 to 10 
Manufacturing plants 14 32 12 
Distributing warehouses + 2 75 
Sales offices 38 59 69 
Other audit locations 0 66 2 
MISCELLANEOUS MANUFACTURING 
Range of employ ees 
100 to 1101 to 6001 to 
1100 6000 15000 
*Companies reporting (22) 5 6 5 
Total employees 3494 20000 54000 
Separate accounting units 21 18 51 
Treasury and accounting employees 234 555 2100 
Internal auditors 8 30 34 
Ratio of auditors to: 
Total employees 1 to 436 «61 to § 66¢ 1 to 1588 
Treasury and accounting employees ito 29 ito 18 ito 61 
Manufacturing plants 6 39 74 
Distributing warehouses 11 2 14 
Sales offices 10 24 26 
Branches 18 10 0 
Other audit locations 4 0 96 


*One company does not give any statistics 
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INDUSTRY INFORMATION—{(Cont'd) 


(32) (20) (15) (15) (22) 
: Banks & Drugs Mining Mach 
A. FUNCTIONS AND AUTHORITY Insur Chem & inery Misc 
ee . , , ance icals Metals Parts Mfg. 
i(a) Activities or major functions audited ad 
Accounting 14 20 15 15 22 
Treasury 14 20 15 12 13 
Purchasing 11 15 9 11 8 
Sales 0 14 12 8 8 
All Departments (Banks) 18 0 0 0 0 
i(c) Is the internal auditor authorized to Yes 31 i4 13 8 16 
examine all records, correspondence No 1 6 1 7 6 
or other data and to enter any offices 
or property of the company? 
2(a) Responsibility of the internal audit 
department for performing: 
Monthly bank reconcilations Solely responsible 24 10 6 7 10 
Not responsible 2 + 1 2 1 
Test or observation 6 8 9 id 12 
Physical inventories Solely responsible 7 3 1 2 i 
Not responsible 1 0 2 1 1 
Test or observation 15 17 ii 13 20 
Verification of notes and Solely responsible 17 + 2 5 4 
accounts receivable Not responsible 1 3 2 4 3 
Test or observation 10 13 11 7 15 
Security count Solely responsible 18 + 3 2 4 
Not responsible 3 7 5 7 3 
Test or observation 9 8 6 7 12 
Fixed asset inventories Solely responsible 8 5 0 2 3 
Not responsible 6 3 3 1 3 
Test or observation 12 13 12 13 16 
Audit of invoices before Solely responsible 14 7 3 2 4 
payment Not responsible 9 10 10 9 
Test or observation 6 3 2 5 10 
3(a) Does the internal auditor review or 
criticize: 
Contractual proposals prior to exe 
cution— 
Through special assignment Yes 5 5 1 4 4 
report memo No 9 8 5 8 7 
Through pre-release review Yes 3 5 1 3 3 
No 11 8 5 8 7 
Policies— 
Through formal post-audits Yes if 5 8 4 
No 6 9 5 4 5 
Through special assignmert Yes 7 8 6 + 9 
report memo No 8 6 3 3 + 
Through pre-release review Yes 11 5 4 5 5 
No 9 8 3 6 5 
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(32) (20) (15) 15 (22) 
Banks & Drugs Mining Mach 
Insur Chem & iner) Misc. 
ance icals Metals Parts Mig 
Procedures 
Through formal post-audits Yes 17 12 5 10 9 
No 3 3 2 2 i 
Through special assignment Yes 7 10 9 10 
report memo No + 3 0 2 2 
Through pre-release review Yes 19 12 9 8 12 
No 3 5 0 + 1 
3(c) Restricted for (a) above to the Ac Yes 3 5 :) ! 8 
counting and Treasury Departments No 23 13 8 12 9 
+(a) Where a separate systems and pro Yes 26 + 3 5 8 
cedures organization exists, does the No 3 3 t 7 6 
internal auditor examine, comment 
upon and approve all newly devel 
oped or revised systems prior to 
adoption? 
5 Where no separate systems and pro 
cedures organization exists, is the in 
ternal auditor primarily responsible 
for developing and installing new ac 
counting and related systems and pro 
cedures? 
Responsible for developing Yes 4 6 + 2 10 
No 3 6 5 } 2 
Responsible for installing Yes + + 3 y 8 
No 3 ~ 6 + 2 
6 Is the internal auditing department 
responsible for auditing: 
Budgets and forecasts Yes i1 + 2 2 + 
No 12 14 i1 10 12 
Federal income tax returns Yes 18 s 1 1 5 
No 10 12 12 13 13 
Other tax returns les 22 8 + 2 9 
No 8 12 10 12 10 
Insurance Yes 26 12 9 5 10 
No 3 & 6 9 9 
Construction contracts Yes 10 16 8 8 11 
No + + 6 5 3 
Contracts with suppliers Yes 14 14 5 7 12 
No 7 5 9 7 6 
Government contracts Yes 5 10 7 5 10 
No 1 5 6 6 - 
Other major contracts Yes 13 14 7 4 9 
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INDUSTRY INFORMATION—{Cont'd) 





2) . , 
(32) (20) (15 15 22) 
- Banks & Drugs Mining Mach 
ce. 
” Insur- Chem & inery Mise 
ance icals Metals Parts Mfg 
. 7 Is the internal auditor required or in 
; vited to report on personnel as to the 
adequacy of performance of their as- 
2 signed jobs? 
5 Required on— 
Accounting and treasury Yes 12 + 2 3 6 
) No + 7 5 7 
Other Yes it 3 0 2 
a No 5 6 6 8 4 
4 Invited on— 
Accounting and treasury Yes 15 13 10 10 16 
R No 3 2 ) 1 0 
6 Other Yes 15 11 7 7 15 
No 5 + 7 4 2 
8 If a fraud or any other dishonest act All companies reported that they investigated 
is uncovered by anyone, what part the nature and the extent of the fraud and made 
does the internal auditor play? recommendations for possible improvements of 
internal control as a deterrent to future fraud 
B. ORGANIZATION 
13 In deciding upon the number of aud- Yes 1 0 0 { 0 
iting employees required, do you re- No 30 19 i4 13 21 
late the number of auditors to total 
personnel? 
0 
4 16 Indicate the company policy for sel 
™ ecting internal auditors. 
8 From company personnel 21 10 7 10 9 
2 . ° . , 
_ From various colleges or trainees 10 8 6 ‘ 
From field of public accounting 4 ) ) 6 8 
From those having outside 2 2 } + ' 
t corporate accounting experience 
> 
17 Is there a general company policy 
To interchange personnel between Yes 16 13 2 j 6 
the internal audit department and No 15 6 13 8 15 
other departments? 
9 7m". ° , 
0 To interchange personnel between Yes 16 11 ' } y 
departments? No 15 7 11 4 10 
10 As to a fixed or limited term of Yes 2 0 i 1 0 
9 duty for internal auditors? No 24 19 13 12 16 
. 18(b) What specialized accounting back The majority of companies reporting indicated 
2 ground applies to the selection of in that their auditors were selected because of (1 
ternal auditors from outside sources? either their corporate accounting experience or 
19 2) their previous public accounting experience 
6 19 In addition to general company in 
doctrination, do you have a special- 
10 ized formal training program for 
8 members of the internal auditing 
staff? 
9 School Yes + 0 0 0 1 
8 No 24 18 15 12 21 
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(32) (20) (15) (15) (22) 
Banks & Drugs Mining Mach 
Insur Chem & inery Misc 
ance icals Metals Parts Mie 
Selected tour of duty Yes 12 5 2 | 6 
No 15 14+ 10 11 15 
Others reported— 
Staff Meetings — 
On the job training 
Rotation of assignments to 
various types of audits 
Outside reading 
Apprenticeship 

20 Is the internal auditing department Yes 19 15 il 9 12 
recognized and used as a training No 10 2 + 5 10 
ground for managerial or supervisory 
positions? 

21(a) What are the title and principal re 
sponsibilities of the individual to 
whom the chief internal auditor re 
ports? 

Controller 2 6 10 7 5 
Various other financial officers 1+ 10 5 7 12 
Asst. Controller 0 + 0 1 + 
Board of Directors 15 0 0 0 1 
C. RELATIONSHIPS WITH OUTSIDE 
ACCOUNTANTS 

22(a) Does your company’s public account Yes N.A. 8 8 9 6 
ing firm take an active role in devel- No N.A 12 7 6 16 
oping the internal audit program? 

23(a) Is a joint audit program worked out Yes” i1 if 9 9 13 
with the public accountant? No 15 re) 6 6 9 

24(a) If your company has a number of Yes + 5 + 2 7 
subsidiaries, branches, or divisions, is No 17 13 10 10 9 
the audit of these divided between the 
internal auditor and the public ac 
countant on a rotating or other basis? 

25 Does your company’s public account Yes 15 19 13 13 19 
ant examine the internal audit reports No y 1 1 1 3 
and working papers as a part of his 
routine examination? 

26 To what extent is your internal audit 
staff concerned with the following in 
connection with the public account 
ant’s annual examination? 

Cash counts— 
Participation 7 8 7 5 8 
Test and observation 3 0 1 2 4 
None 6 10 7 6 8 

Notes and accounts receivable con 

firmation— 
Participation 10 8 10 5 9 
Test and observation 2 2 0 2 7 
None 6 8 5 6 4 





Secgnd Report of Results of 1950-51 Survey 87 


Banks & Drugs Mining Mach 


} 
_)} 


Insur Chem- & inery Mise 

c Physical inventories ance icals Metals Parts Mfg 

g Participation 2 12 8 5 6 

Test and observation 3 + 6 5 8 

4 None 7 2 1 3 6 

, Security count and confirmation 

Participation 10 + + 3 2 
Test and observation 7 0 0 2 7 
None + 14 11 8 11 
Preparation of work sheets and col 
lection of supporting data 
Participation 9 g 7 8 13 
Test and observation 2 2 1 2 3 

2 None + 11 7 5 8 

° 27 Does the public accountant use in- 
ternal audit staff members to work 
directly under his supervision? 

Regularly 0 0 1 0 0 

Occasionally 6 8 7 7 6 

Not at all 18 12 6 8 16 
= 28 Does the internal auditor ever borrow 

4 men from the public accountant to 

af assist in inventories, special investi 

+ gations, etc.? 

l Regularly 0 0 0 1 0 

Occasionally 6 + 0 5 6 
Not at all 19 16 15 i) 16 
6 D. AUDITING METHODS AND 
6 REPORTING 
29(a) Where you have more than one phys Yes 15 if 12 9 12 
3 ical location, is it the practice to No 6 7 2 ) 7 

9 audit each location once a year? 

7 29(c) Is it the practice to audit all loca Yes 2+ 14 13 i4 13 

9 tions? No 2 5 1 I + 

30(a) Where there is only one location or Yes 18 6 4+ 3 7 
where there are auditors resident at No 1 + 2 I 
locations, is it the practice to audit 
19 all subjects each year? 

3 31 Is your attention as an internal audi Yes 29 19 13 15 18 
tor focused mainly on the mainten No 2 0 1 1) 2 
ance of a strong internal control sys- 
tem which will prevent or disclose its 
own errors? 

32(a) Have your auditors been provided Yes 17 8 8 11 12 
with a manual? No 15 11 7 + y 
32(b) If so. does the manual confine itself: 

8 (1) To basic principles only? Yes 6 1 3 3 2 

4 2) Does it describe in detailed Yes 7 3 3 0 

8 steps the examination to be 

made by the auditors with re- 
lation to each subject through 

9 a questionnaire? 

7 3) Or, a combination of (1) and Yes 8 7 5 7 8 

4 2)? 
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33 (a 


33(b) 


34 


56 (a) 


38 (a) 


38 (b) 


38 (c) 


10(a 


40(b) 


Wic 


At the conclusion of an audit exam- 
ination, do your auditors meet with 
the representatives of the audited or 
ganization to discuss the findings be 
fore issuing the report? 


If so, is it your practice to include in 
the report the expressed reactions of 
the audited organization and some 
indication of the corrective action 
they intend to initiate? 


After the release of an audit report, 
is the responsibility for reporting fol 
low-up action placed upon— 

(a) The auditing organization 

(b) The audited organization 


If all reports are not regularly routed 
to president, vice-president, or similar 
executives, are periodic summaries of 
significant audit findings prepared for 
these executives? 


Is there any attempt made to ap 
praise the quality of work audited in 
total as to: 
(a) Its relative excellence from 
one period to another? 


(b) Between locations and divi 
sions? 


Is it your practice when preparing a 
schedule of auditing activity to adjust 
the amount of auditing time to be 
utilized so as to take into account 
results of previous audits on the same 
subject or location? 

If answer to 38(a) is “yes”, who de 
termines the adjustment to be made 
in auditing time? 


If an adjustment is made in the plan 
ned auditing time, does it involve 
mainly: 


(1) Review of procedures and a re 
duction in size of test sample? 
) 


Limitation of audit to a review 
of procedures rather than the 
detailed examination of ac 
counting media? 

Do you in preparing your audit 
schedules, allot time to various sub 
jects? 

Do you break down the time accord- 
ing to the various component parts 
of the work? 

Do your auditors report their detailed 
time on each audit? 


(32) (20) (15) (15) (22) 
Banks & Drugs Mining Mach- 


Insur- Chem- & inery Misc. 

ance icals Metals Parts Mfg. 
Yes 25 19 13 14 20 
No 7 1 1 2 1 
Yes 22 18 13 14 19 
No 7 1 0 0 0 
16 8 5 6 10 
16 8 8 y 8 
Yes 10 3 5 3 
No 5 y 1 + g 
Yes 28 i+ y 10 16 
No + 5 + + + 
Yes 14 8 45 5 5 
No 13 ) 8 y 10 
fes 17 10 5 10 14 
No 14 9 + 7 


All companies reported that adjustment was 
determined by the chief auditor 


15 9 .) gq 10 

4 0 2 5 
Yes 13 8 8 5 
No 18 12 6 7 14 
Yes 7 3 4 t 2 
No 11 10 5 7 5 
Yes 13 11 8 7 a 


Mv 
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INDUSTRY INFORMATION—{Cont'd) 


32 20 15) 15 (22) 
Banks & Drugs Mining Mach 
+1 Do you have regular staff meetings Insur Chem & iner) Mise 
for your internal auditors? ance icals Metals Parts Mig 
Regularly 6 i 2 1 6 
Occasionally 22 13 7 9 9 
Not at all + 4 + + 5 

+2(a) Are working papers standardized as Yes 20 10 i1 7 13 
to form? No 11 9 4 9 8 

#2(b) Are working papers reviewed by sup Yes 27 13 i1 13 16 
ervision before the writing of a re No 5 7 2 2 4 
port? 

+3 Do you have both full descriptive re Yes 19 9 9 9 6 
ports and condensed summarization No 12 11 ) 6 14 
reports to fulfill the requirements of 
the various persons to whom reports 
are sent? 

#4(a) Do your audit reports include any Yes 22 13 if 11 15 
reference to the audit program or the No 7 3 } 5 
tests and procedures carried out? 

14(b) Are these generally or relatively de 
tailed descriptions? 

General 21 8 9 8 12 
Detailed + 1 0 } 3 

15 Do your audit reports include lists 
of errors discovered and suggestions 
put into effect? 

In general 17 13 11 13 15 
In detail 13 3 2 + 6 
No 1 2 0 | 0 
af Where significant discoveries are 
made during an audit (fraud, unauth 
orized system changes, etc.) is an in 
terim special report made prior to 
submission of formal report in order 
to clarify procedure and obtain in 
structions? 
Yes 23 12 9 11 11 
No 7 3 0 2 4 
Situations have not occurred 2 5 5 1 6 
+7 Does the internal auditing depart 
ment keep cumulative files on the 
units audited with the objective of 
having well-balanced information as 
to: 
Complete financial history? Ye 14 8 8 5 8 
No 15 10 7 10 12 
System of records in use? Yes 23 11 i1 10 14 
No 7 8 3 5 7 
Internal check and control features? Yes 27 16 13 10 18 
No 3 + 2 5 3 
Year to year programs and support- Yes 28 18 14 13 18 
ing papers? No 1 2 1 2 3 
Planned rotation of employees or Yes 21 11 10 10 17 
intensiveness of audits from year No 9 8 5 5 4 
to year? 
Chart of organization and account Yes 7 13 9 12 10 


ing personnel? No 13 7 6 3 9 








EMPLOYMENT SECTION 


All communications should be addressed to The Secre- 
tary—Tue Instirute or INTERNAL Auprrors, Room 3307, 
120 Wall Street. New York 5. N. Y. Reference should be 


made to the Box “E”’ Number. 











SITUATION WANTED (Male) 
INTERNAL AUDITOR 


Age 36, now employed, desirous of making a change; 
extensive experience in public accounting and internal 
auditing as well as in budgeting, systems, and cost 
accounting. Fluent in foreign languages. 

Presently employed as chief internal auditor for a Dutch 
group of affiliated companies (4 factories and 2 sales or- 
ganizations) in Colombia, S.A. Prefers job in Central 


America Box No. E 161. 


POSITIONS AVAILABLE 
SENIOR ACCOUNTANTS 


Immediate openings for qualified, accountants free to 
travel part time as Field Auditors for Detroit manufac 
turer. Permanent positions. State age, and submit full 
details of education, experience, etc. to Box No. E 162. 


SUBSCRIPTION ORDER 

Tue INTERNAL AuDITOR. 
120 Wall Street, 
Room 3307, 
New York 5, N. Y. 

Please enter my subscription for THe INTERNAL AuprTorR 
FOr..........0cc0000000- year(s) beginning with the issue for the....................... 
quarter, at the rate of $4.00 per year. 


I enclose §........................im payment thereof. 


ENED ‘odscansutenutnnineustdanaibinuhnanaiininen 
ERASE aren ser 
State 
City 














Publications of The Institute of Internal Auditors 
Internal Auditing in Industry 


Edited by VICTOR Z. BRINK and BRADFORD CADMUS 





eae of internal control = internal auditing in 
ies. Those which have been selected gg ~ eb 
business—from mining to motion pictures, from petroleum ralaine to public 


utilities. Price $5.00 


Internal Auditing: Management Acceptance—Bibliography 


ADDRESSES PRESENTED AT THE TENTH ANNUAL CONFERENCE 
OF THE INSTITUTE 
This volume comprises two sections: Part |, Internal Auditing — Management 
Acceptance, contains the papers presented et the technica! sessions of The 
institute's Tenth Annual Conference and at the luncheon meeti js: Part tl, A 
Bibliography of Internal Auditing, the Fae of internal auditing literature 
show all material by subject and by autho 
pages—Piice $3.50 


7% pcitistitagathet Only—Price $1.50 


Internal Auditing Philosophy and Practice 


Edited by CHARLES J. FUE 
PAPERS PRESENTED During the 1942 - 1943 Season of THE INSTITUTE 
This volume comprises six parts: |. Internal Auditing Techniques, Ii. Internal 
Auditing and Management, Ii!. Internal Auditing and Public Accounti IV. 
internal’ Auditing and the Securities and Exche mmission, V. — udit- 
ing and Wartime Problems, end VI. internal Auditing and the Future. 


“ Price $2.50 


Internal Auditing Looks Ahead 


A SYMPOSIUM of Addresses Presented at the 
SEVENTH ANNUAL CONFERENCE OF THE INSTITUTE — 1948 
A consideration of internal auditing problems end professional goals of the 
future. Subjects covered include: Research in Internal Auditing Practices, Report 
Writing, Controllership and the Internal Auditor, Industrial and Public nape 
Phases of Internal Auditing, etc. Price $1.00 














Transfer Binders 


FOR ISSUES OF THE INTERNAL AUDITOR 
Designed in box form to hold eight issues (two years) of The Internal Auditor. 
Price $2.50 


Order any of above publications from your favorite bookseller or args from 
INSTITUTE OF INTERNAL AUDITORS, 120 Wall Street, New York 5, 








Other Publications on Internal Auditing 


INTERNAL AUDITING—by Victor Z. Brink 
Ronald Press—15 East 26th Street—New York 10, N. Y. 


INTERNAL CONTROL STANDARDS AND RELATED 
AUDITING PROCEDURES 


by WALTER H. KAMP and JAMES A. CASHIN 
Brock and Wallston—39 Atlantic Street—Stamford, Conn. 


BASIC INTERNAL AUDITING, PRINCIPLES AND TECHNIQUES 
by JOHN B. THURSTON 
International Textbook C y—Scranton, Pa. 


INDUSTRIAL INTERNAL AUDITING 


by W. A. WALKER and W. R. DAVIES 
McGrow-Hill Book Company—New York, N. Y. 























